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BANKING  INDUSTRY  REGULATORY 
CONSOLIDATION 


TUESDAY,  MARCH  1,  1994 

U.S.  Senate, 
Committee  on  Banking,  Housing,  and  Urban  Affairs, 

Washington,  DC. 

The  Committee  met  in  room  SD-538,  of  the  Dirksen  Senate  Of- 
fice Building  at  10:08  a.m.,  Senator  Donald  W.  Riegle,  Jr.  (Chair- 
man of  the  Committee)  presiding. 

OPENING  STATEMENT  OF  CHAHIMAN  DONALD  W.  RIEGLE,  JR. 

The  Chairman.  The  Committee  will  come  to  order. 

Let  me  welcome  all  those  in  attendance  this  morning.  I  want  to 
especially  welcome  back  before  the  Committee,  Secretary  of  the 
Treasury  Lloyd  Bentsen,  a  former  colleague.  I  want  to  start  out  by 
commending  you  for  your  important  leadership  on  this  effort  to 
consolidate  the  bank  regulatory  agencies  into  a  new  and  independ- 
ent banking  structure. 

Senator  D'Amato  joined  me  in  introducing  legislation  on  this  sub- 
ject last  year  on  November  8,  1993,  and  we  look  forward  to  both 
the  Administration  and  the  Federal  Reserve  working  with  us  on  a 
bipartisan  Committee  Print  which  we  plan  to  mark  up  shortly  after 
this  week's  hearing  schedule. 

Last  September,  the  Committee  held  hearings  on  the  need  for 
regulatory  consolidation.  At  that  time,  we  heard  testimony  from  a 
bipartisan  panel  of  former  regulators  that  included,  among  others: 
Republicans  William  Seidman,  former  chairman  of  the  FDIC;  Tim 
Ryan,  former  director  of  the  Office  of  Thrift  Supervision;  and  Rich- 
ard Breeden,  former  chairman  of  the  Securities  and  Exchange 
Commission,  as  well  as  John  Hyman,  former  Comptroller  of  the 
Currency. 

Each  of  those  former  regulators  on  that  hearing  panel  testified 
that  a  consolidated  bank  regulatory  system  would  be  much  pref- 
erable to  our  existing  tangled  web  of  bank  regulatory  agencies. 

Now  some  people  would  like  to  make  major  consolidation  of  our 
bank  regulatory  system  a  partisan  issue,  and  others  would  argue 
that  it's  just  not  necessary.  These  arguments  are  simply  not  valid. 

Virtually  every  independent  study  of  our  bank  regulatory  system 
since  1949,  has  recognized  the  need  for  major  consolidation  and 
overhaul. 

Listen  to  this  record.  Consolidation  has  been  advocated  by, 
among  others,  the  Hoover  Commission,  the  Grace  Commission,  the 
Hunt  Commission,  the  Fine  Study,  the  Task  Group  on  Regulation 
of  Financial  Services,  the  National  Commission  on  Financial  Insti- 
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tution  Reform,  Recovery,  and  Enforcement,  the  Bush  Administra- 
tion, and  the  Hst  goes  on  and  on. 

The  consolidation  bill  that  I  have  introduced  with  Senator 
D'Amato  would  serve  many  vital  interests.  But  the  banking  indus- 
try consolidation  holds  the  promise  of  reduced  costs  of  regulatory 
burden,  including  an  end  to  duplicative  examinations  and  often 
conflicting  regulations. 

For  the  general  public,  regulatory  consolidation  means  a  more 
straightforward,  clearcut,  accountable,  and  responsive  bank  regu- 
latory system.  For  the  American  economy,  regulatory  consolidation 
means  a  more  vital  and  competitive  banking  system,  and  that  is 
important  as  well. 

A  more  streamlined,  efficient  regulatory  system  will  allow  Ameri- 
ca's banks  to  put  more  effort  into  their  core  business  activities  and 
less  into  coping  with  a  multiplicity  of  regulators. 

Here  is  what  just  a  couple  of  our  former  regulators  said  at  a  re- 
cent hearing  in  support  of  regulatory  consolidation.  This  is  what 
Bill  Seidman  had  to  say,  who  served  for  many  years,  I  think  every 
effectively,  as  Chairman  of  the  FDIC.  I  quote  him: 

The  financial  institutions  regulatory  system  is  complex,  inefficient,  outmoded,  and 
archaic.  It  needs  to  be  reformed  with  a  single,  independent  Federal  regulator. 

He  then  went  on  to  say: 

Do  not  bother  to  ask  the  regulators  about  it.  Their  turf  is  their  only  message. 

That  was  his  quote. 

Tim  Ryan,  former  director  of  the  Office  of  Thrift  Supervision, 
said  to  us  and  I  quote  him: 

There  is  only  one  word  to  describe  all  this.  The  word  is  gridlock.  No  one  creating 
a  regulatory  system  today  would  design  such  a  mechanism. 

He  later  said,  and  I  quote  him  again: 

Consolidation  makes  sense  and  could  easily  be  implemented  over  a  2-year  period. 
Now  it's  time  to  just  do  it. 

Richard  Breeden,  former  chairman  of  the  Securities  and  Ex- 
change Commission  during  the  Bush  Administration,  said  as  fol- 
lows, and  I  quote  him: 

Today's  bank  regulatory  system  is  so  costly,  that  it  is  creating  a  major  threat  to 
the  competitiveness  of  commercial  banks,  and  thereby  undercutting  to  some  degree 
the  objectives  the  system  is  designed  to  achieve. 

This  is  what  John  Hyman,  former  Comptroller  of  the  Currency, 
said,  and  I  quote  John: 

The  system  we  have  today  is  archaic,  expensive,  duplicative,  and  inefficient.  The 
costs  are  unnecessarily  burdensome.  Directly  and  indirectly,  they  are  borne  by  the 
consumer  and  the  shareholder.  They  can  be  meaningfully  reduced  without  harmful 
consequences.  In  fact,  I  would  argue  that  consolidation  would  improve  the  system 
of  banking  supervision  at  less  cost. 

In  fact,  I  know  of  no  independent  commentator  who  believes  that 
our  current  system  is  acceptable  and  not  in  need  of  significant 
overhaul.  The  current  system  is  clearly  characterized  by  regulatory 
overlap  among  the  four  Federal  banking  agencies  and  by  redun- 
dancy of  administrative  authority  under  Federal  banking  laws. 
This  overlap  results  in  duplicative  examinations,  duplicative  exper- 
tise, duplicative  applications.  The  same  is  true  with  the  pile-up  of 
duplication  in  foreign  branch  regulation  and  in  supervision  of  U.S. 
branches  and  agencies  of  foreign  banks. 

Of  26  maior  Federal  banking  laws,  more  than  80  percent  are  ad- 
ministered by  either  two,  three,  or  four  of  the  Federal  bank  regu- 


lators.  This  is  expensive,  confusing,  time-consuming,  and  unneces- 
sary. It  is  an  example  of  self-perpetuating  bureaucracies  whose 
basic  instinct  is  self-preservation  and  it's  time  to  deal  with  it. 

At  the  same  time,  with  no  discernible  accountability  amongst  the 
four  regulators,  there  appears  to  be  too  much  opportunity  for  confu- 
sion and  therefore,  the  possibility  of  major  issues  slipping  through 
the  cracks  because  no  one  has  clear  responsibility,  or  else  we  end 
up  with  endless  quibbling  between  the  competing  regulatory  bod- 
ies, and  we've  seen  that  too  many  times. 

I  pose  this  question  to  my  colleagues  here  in  the  Committee  and 
beyond.  Key  example — which  of  the  four  banking  agencies  has  re- 
sponsibility for  overseeing  the  derivatives  market?  And  let  me  re- 
peat the  question. 

Which  of  the  four  competing  bank  regulatorv  agencies  has  re- 
sponsibility for  overseeing  the  derivatives  market?  The  fact  that 
there's  no  clear  answer  to  that  question,  I  think,  is  a  very  powerful 
illustration  of  the  nature  of  the  problem  that  we  face  here  and  the 
inherent  risks  in  continuing  with  the  status  quo. 

Major  consolidation  is  long  overdue  and,  as  a  result,  it  is  a  top 
priority  of  this  Committee  and  of  mine  in  this  Congress. 

I  want  to  wrap  up  by  saying,  again,  Secretary  Bentsen,  how 
much  I  appreciate  your  leadership  on  this  issue.  The  easiest  thing 
in  the  world  is  to  ao  nothing,  to  take  all  these  sprawling  bureauc- 
racies that  have  grown  up  over  time,  and  all  this  conflict,  and  not 
confront  it  in  any  fashion. 

You've  elected  to  tackle  it  head-on.  That's  one  of  the  reasons  you 
took  the  job  and  I  appreciate  that  leadership.  I  want  to  say  tnat 
I  look  forward  to  continuing  to  work  with  you.  Senator  D'Amato, 
and  other  Members  of  this  Committee  on  a  Committee  Print  that 
we  can  mark  up  shortly  after  these  hearings  are  completed. 

I  believe  that  the  Treasury  Department  and  the  Federal  Reserve 
should  be  able  to  bridge  their  key  differences  and  I  also  believe 
that  I,  Senator  D'Amato,  and  other  Members  of  the  Committee  can 
work  with  you  to  put  forward  a  bipartisan  bill  which  the  Commit- 
tee can  support.  It  is  my  intention  to  do  just  that  and  to  do  it  as 
quickly  as  I  can. 

So,  with  that,  let  me  call  on  my  other  colleagues.  Senator 
D'Amato  has  arrived.  Let  me  go  first  to  Senator  D'Amato. 

OPENING  STATEMENT  OF  SENATOR  ALFONSE  M.  D'AMATO 

Senator  D'Amato.  Thank  you  very  much,  Mr.  Chairman. 

I  have  a  statement  on  consolidation.  I'm  going  to  ask  that  it  be 
submitted  for  the  record  as  if  read  in  its  entirety. 

The  Chairman.  Without  objection,  so  ordered. 

Senator  D'Amato.  The  goal  of  reducing,  eliminating  duplicative 
examinations  and  wasteful  practices  so  that  we  can  do  away  with 
unnecessary  expense  is  one  that  I  think  that  all  of  us  share. 

Having  said  that,  I  would  hope,  given  the  various  competing  in- 
terests, that  we  will  be  able  to  come  to  a  compromise  that  abso- 
lutely ensures  the  independence  of  the  Federal  regulators  while  at- 
tempting to  eliminate  the  need  for  some  of  the  duplicative  efforts. 
I  look  forward  to  working  together  with  you,  Mr.  Chairman. 

The  Chairman.  Let  me  just  say  before  you  move  on,  I  appreciate 
that.  We've  worked  together  on  this,  in  putting  this  proposal  for- 


ward  in  the  first  place.  I  think,  as  we  have  done  on  interstate 
banking,  that  by  working  together  on  this  on  a  bipartisan  basis 
with  the  Treasury  Department  and  the  other  participants,  we  can 
find  a  package  that's  going  to  work  here. 

Secretary  Bentsen.  Mr.  Chairman,  I  certainly  share  that  objec- 
tive. 

The  Chairman.  Thank  you. 

Senator  D'Amato.  Mr.  Chairman,  last  Thursday,  the  Deputy  Sec- 
retary of  the  Treasury,  Roger  Altman,  testified  at  this  Committee, 
in  this  room,  about  a  meeting  with  top  White  House  officials  re- 
garding the  RTC's  investigation  into  Madison.  The  participants 
reads  Tike  a  "who's  who"  of  the  Clinton  Administration:  White 
House  Counsel,  Bernard  Nussbaum;  Deputy  Chief  of  Staff",  Harold 
Ickes;  Hillary  Clinton's  Chief  of  Staff,  Margaret  Williams;  the  Dep- 
uty Secretary  of  the  Treasury,  Roger  Altman;  and  the  General 
Counsel,  Jean  Hanson. 

The  story  from  the  White  House  is  that  the  meeting  was  solely, 
and  I  quote:  "Heads  up  about  the  RTC  investigatory  process,"  and 
suggested  that  it  was  along  the  lines  of  what  was  made  available 
to  Congress  and  the  press.  This  flies  in  the  face  of  common  sense 
and  I  believe  that  the  current  story  is  a  fairy  tale  version  of  what 
actually  happened. 

The  White  House  Press  Secretary,  Dee  Dee  Myers,  claims  that 
the  meeting  was,  and  I  quote:  "Strictly  a  procedural  briefing,"  and 
suggested  that  it  was  along  the  lines  of  what  was  made  available 
to  Congress  and  the  press. 

I  believe,  Mr.  Chairman,  as  do  others  that  I've  consulted,  that 
this  meeting  was  improper,  that  it  underminded  the  public  con- 
fidence in  the  fairness  and  impartiality  of  any  RTC  investigation 
concerning  this  matter,  that  Mr.  Altman  should  have  known  better 
than  to  initiate  such  a  meeting,  if,  indeed,  he  did,  and  that  the 
Treasury  General  Counsel  should  have  recognized  the  impropriety 
of  such  a  meeting. 

Now,  Mr.  Chairman — can  I  have  that  letter? — all  Congress  re- 
ceived was  a  two-paragraph  letter,  at  least  all  this  Committee  re- 
ceived was  a  two-paragraph  letter  that  I  regard  as  the  bureaucratic 
equivalent  of  tarot  cards.  And  to  claim  that  the  RTC  gave  us  a 
similar  heads-up  is  absolutely  untruthful  on  its  face  and  ridiculous. 

This  is  what  we  got.  By  the  way,  I  say  that  we  got  it  only  be- 
cause the  Chairman,  you  and  your  staff,  interceded  after  we  sent 
two  letters,  starting  January  11th  and  January  25th,  and  it  was 
only  through  your  good  offices  that  we  got  response  to  this.  So  this 
nonsense  about,  well,  we  want  to  give  them  a  heads-up  and  it's 
similar  to  what  we  gave  to  the  Congress,  then  they  go  on  and  they 
say,  the  same  holds  true  for  the  press. 

I  don't  know.  I'd  say  to  the  members  of  the  press,  did  you  get 
a  briefing?  Did  you  get  called  in?  Did  the  General  Counsel  of  the 
Treasury,  did  Mr.  Altman  brief  you?  Was  Mr.  Nussbaum  there 
with  you?  Was  Harold  Ickes,  the  political  operative,  there?  Was 
Maggie  Williams  there?  Maybe.  We  didn't  get  it.  As  far  as  I  know, 
no  one  received  this  top-level  briefing  on  the  RTC's  investigation 
weeks  ago. 

The  charges  that  oversight  by  Congress  will  automatically  jeop- 
ardize the  efforts  of  the  RTC  or  the  Special  Counsel  is  nonsense  be- 


cause  it  was  only  through  the  oversight  hearing  last  week  that  this 
Committee  learned  of  the  possible  impairment  or  threat  to  the  in- 
tegrity of  the  RTC's  investigatory  role,  and  that  was  as  a  result  of 
interference  by  the  White  House  and  insiders  and  top  Treasury  of- 
ficials. 

So  the  source  of  this  jeopardy  is  not  congressional  inquiry,  it's 
high-level,  off-the-record,  so-called  heads-up  meetings  between  top 
political  appointees  running  supposedly  independent  agencies  and 
White  House  legal  and  political  experts. 

The  bottom  line  is  the  American  people  and  the  Congress  must 
know  the  who's,  the  why's,  and  the  wherefore's  of  this  behind-the- 
scene  White  House  gathering. 

In  light  of  last  week's  revelations,  the  Senate  Banking  Commit- 
tee, I  believe,  has  a  duty  and  obligation  to  convene  a  fact-finding 
hearing  in  order  to  learn  the  details  of  this  White  House  meeting. 
And  there  are  some  obvious  questions  that  come  to  mind.  We've  got 
to  get  the  answer  to  these.  Why  did  the  White  House  counsel,  Mr. 
Nussbaum,  need  to  be  briefed  on  the  RTC's  investigation  of  Madi- 
son? This  investigation  does  not  touch  upon  the  President  in  his  of- 
ficial capacity.  Is  Mr.  Nussbaum  operating  well  beyond  the  scope 
of  his  official  authority?  I  believe  that  that  is  the  case. 

The  President  and  Mrs.  Clinton  have  outside  counsel.  If  any 
briefings  by  any  parties  to  this  would  be  appropriate,  and  they 
might  be,  under  certain  circumstances,  certainly  not  by  the  head 
of  the  agency,  but  by  staff  lawyers  to  other  lawyers,  it  would  be 
proper  for  them  to  meet  with  Williams  &  Connolly  or  David  Ken- 
dall, but  not  operatives  in  the  White  House.  They  are  the  counsel 
who  represent  the  Clintons. 

What  about  Mr.  Ickes  and  Ms.  Williams?  There's  absolutely  no 
reason  that  these  political  operatives  needed  to  be  briefed  by  a  top 
agency  official  on  an  investigation.  What  does  this  investigation 
have  to  do  with  the  Executive  Office  of  the  President? 

The  answer  may  be  that  one  of  Mr.  Ickes'  primary  responsibil- 
ities is  Whitewater  damage  control.  And  according  to  the  Washing- 
ton Post,  on  February  26,  1994,  Ms.  Williams,  a  former  Democratic 
National  Committee  operative,  had  earlier  joined  Mr.  Nussbaum  in 
searching  Vince  Foster's  office.  Now  why  did  they  need  a  heads-up? 
Maybe  to  cover  up,  but  not  to  help  with  an  investigation.  Why  was 
Mr.  Altman  accompanied  by  the  General  Counsel  of  the  Treasury, 
when  the  meeting  dealt  with  subjects  within  the  RTC's  authority? 

There  are  some  other  questions.  Was  the  RTC's  General  Counsel 
advised  of  this  meeting?  Was  the  RTC's  General  Counsel  asked  to 
attend?  Did  the  RTC  General  Counsel  refuse  to  attend?  Was  the 
RTC  General  Counsel  or  any  other  RTC  staff  required  to  brief  the 
meeting  participants  prior  to  the  meeting?  Did  anyone  brief  the 
participants  in  preparation  for  the  meeting?  Were  any  documents 
used  to  prepare  for  this  meeting?  Who  was  involved  in  setting  up 
this  meeting?  Are  there  any  letters,  memos,  or  phone  logs  that  sub- 
stantiate this?  What  was  the  exact  date  of  the  meeting?  I  think 
that's  rather  important.  What  time  did  it  take  place?  Who  decided 
who  the  participants  would  be?  How  long  did  the  meeting  last? 
Were  notes  taken?  Was  the  meeting  recorded  or  transcribed?  Were 
any  memos  prepared  summarizing  the  meeting?  Who  did  the  par- 
ticipants subsequently  discuss  this  meeting  with?  Why  hadn't  Mr. 


Altman  recused  himself  earlier  to  avoid  such  potentially  com- 
promising situations?  What  was  the  nature  of  the  conversations  or 
comments  made  at  the  meeting?  Were  there  any  discussions  of 
holding  subsequent  meetings? 

Mr.  Altman  testified,  and  I  quote:  "It's  not  uncommon  for  meet- 
ings of  that  type  to  take  place."  And  so  I  have  to  ask,  have  any 
other  briefings  of  this  nature  on  Whitewater  Madison  taken  place, 
or  any  other  RTC  investigations?  If  it's  not  uncommon,  I'd  like  to 
know. 

The  Constitution  vests  Congress  with  oversight  powers.  I  believe 
we  have  a  duty  to  exercise  these  powers,  even  if  it  may  mean  sub- 
poenaing documents  and  placing  witnesses  under  oatn.  The  Con- 
gress must  make  sure  that  the  independent  agencies  are  free  to  en- 
force the  law  without  any  inside  interference. 

And  so,  Mr.  Chairman,  I  will,  in  a  more  formal  way,  be  present- 
ing to  you  a  request  by  Members  of  this  Committee  to  convene  such 
a  hearing,  the  purposes  for  which  I  have  outlined. 

I  thank  the  Chair. 

The  Chairman.  Let  me  just  say.  Senator  D'Amato,  you  and  I 
were  here  through  the  entirety  of  the  hearing  that  we  had  last 
week  where  you  make  reference  to  when  Mr.  Altman  was  here  and 
was  cross-examined  by  you,  myself,  and  other  Members  of  the 
Committee. 

I  think  at  that  time — in  fact,  I  checked  the  Committee  record 
earlier  today — we  stayed  in  session  until  2:30  p.m.  that  afternoon 
to  make  sure  that  everybody  was  accommodated  in  terms  of  the 
time  that  they  wanted  to  take  to  ask  questions.  Having  said  that, 
I  understand  why  you  have  some  follow-up  questions  that  you  want 
to  pose. 

I  think  what  we  ought  to  do  at  this  point,  since  the  Committee 
record  is  still  open,  any  questions  that  you  have  along  those  lines 
that  you  may  have  since  thought  about,  you  can  certainly  send 
over,  and  they  could  be  responded  to.  We'll  put  them  in  the  record. 

I  want  to  reserve  any  other  judgment  in  terms  of  what  may  or 
may  not  be  appropriate. 

But  I  do  think  that  questions  that  you  may  have  that  follow  up 
on  questions  that  you  posed  then  can  be  submitted  to  the  wit- 
nesses. I  want  to  suggest  to  you  what,  I  think,  would  be  a  proper 
option  that's  open  to  you  at  this  point. 

I  also  think  it's  important  to  note — I  have  not  spoken  directly  to 
Mr.  Altman,  but  in  just  following  the  news  comments  that  have 
been  made  since  that  hearing,  it's  my  understanding  that  he's  ac- 
knowledged that  there  could  be  the  appearance  of  a  conflict  and  so 
he  has  recused  himself  and  he,  as  I  understand  it,  feels,  in  hind- 
sight, that  there  should  not  have  been  the  meeting  you're  referring 
to. 

But  with  respect  to  the  substance  of  this  issue,  which  we  talked 
about  at  great  length  last  week,  and  the  charter  of  the  special  inde- 
pendent counsel,  Mr.  Fisk,  who  is  charged  now  and  has  the  full 
legal  authority  of  our  Grovernment  as  well  as  full  investigative  re- 
sources with  25  FBI  agents,  as  I  understand  it,  and  who  is  actively 
at  work  investigating  this  issue,  looking  at  questions  that  you  have 
raised  and  others  have  raised,  I  think  the  focus  of  effort  that  prop- 
erly should  be  there,  is  there. 


We've  got  a  credible  independent  counsel  working  on  this.  You 
made  those  comments  yourself.  Certainly,  that's  my  observation. 

But  I  think  that's  the  way  in  which  to  deal  with  the  remaining 
questions  that  you  may  have  with  respect  to  this  subject.  I  think 
you  ought  to  pursue  it  in  the  fashion  that  I've  suggested  and  then 
we  can  talk  about  it  from  there. 

Senator  D'Amato.  OK 

The  Chairman.  Senator  Bond. 

OPENING  STATEMENT  OF  SENATOR  CHRISTOPHER  S.  BOND 

Senator  Bond.  Thank  you  very  much,  Mr.  Chairman. 

And,  in  answer  to  your  question  about  who  regulates  derivatives, 
I'm  delighted  to  see  my  friend  from  Connecticut  here  because  a 
couple  of  years  ago,  we  launched  a  quixotic  effort  to  provide  the 
SEC  the  power  to  regulate  derivatives.  It  was  a  strong  bipartisan 
effort.  Unfortunately,  a  bipartisan  group  on  this  Committee  was 
successful  in  getting  65  votes  and  we  only  got  35  votes.  So  Senator 
Dodd  and  I  think  the  question  is  still  open,  but  we  were  not  real 
successful  the  last  time  around. 

Mr.  Secretary,  we're  pleased  to  see  you  here  again  so  soon.  We 
do  wish  it  were  under  better  circumstances. 

I  am  not  a  big  fan  of  your  plan  to  create  one  superboard  to  regu- 
late our  banking  system.  I  understand  you  made  some  changes  in 
the  proposal.  I  haven't  had  a  chance  to  review  the  proposal,  but  I 
do  see  also  that  the  Federal  Reserve  still  has  strong  objections  to 
a  single  regulator. 

I  feel  that  preservation  of  the  dual  banking  system  is  important 
and  I  am  afraid  that  a  single  regulator  would  destroy  it.  There  are 
two  basic  issues  here,  and  first  is  the  elimination  of  the  dual  bank- 
ing system.  But  what  has  happened  recently  raises  another  ques- 
tion and  that  is  the  power  consolidation  and  potential  for  politiciz- 
ing our  bank  regulatory  structure. 

We've  discussed  the  first  point  on  the  dual  banking  system  and 
eliminating  regulation.  We  intend  to  work  with  you  on  it  because, 
clearly,  there  is  too  much  overlap  and  there  is  too  much  confusion. 

But,  as  I  have  had  an  opportunity  to  see  what's  going  on  in  this 
Administration,  the  other  issue  of  politicizing  the  bank  regulatory 
structure  becomes  a  much  greater  one  for  me. 

We  already  have  an  FDIC  nominee  who  is  certified  as  a  friend 
of  the  First  Family.  We  have  a  Comptroller  of  the  Currency  who 
is  a  fi-iend  of  the  President.  We  have  the  Deputy  Secretary  of  the 
Treasury  who  is  acting  head  of  the  RTC,  who  is  also  a  friend  of  the 
President.  The  only  financial  regulator  who  doesn't  have  strong  po- 
litical connections  to  the  First  Family  is  the  Federal  Reserve.  It 
may  just  be  coincidentally  that  they  are  the  agency  who  is  to  have 
most  of  the  supervisory  and  regulatory  power  stripped  away  by  the 
regulation. 

You  may  recall  in  that  lengthy  hearing  last  week,  there  were 
many  questions  addressed  to  Mr.  Altman.  I  asked  him  if  there 
were  special  measures  taken  in  the  resolution  of  a  failed  thrift, 
when  you  find  it  would  be  affiliated  with  a  high-profile  individual 
like  someone  in  Government.  Mr.  Altman  assured  me: 

The  procedures,  Senator,  which  the  RTC  follows  are  intended  to  be  identical  in 
each  case,  and  they  certainly  have  been  identical  in  the  case  discussed  this  morning. 
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Unfortunately,  as  Senator  D'Amato  has  pointed  out,  it  was  only 
a  few  minutes  later  that  he  had  personally  briefed  the  White 
House  on  the  status  of  the  case,  after  the  Special  Counsel  had  been 
established. 

I  hope,  following  on  Senator  D'Amato's  discussion,  that  we  all  re- 
member that  two  of  the  individuals  who  were  allegedly  responsible 
for  removing  Whitewater  Madison  files  from  the  White  House  and 
concealing  from  the  authorities  that  they  had  done  so  were  ones 
briefed  by  the  acting  head  of  the  RTC. 

That  means  the  acting  head  not  only  calls  to  ask  if  he  can  come 
to  brief  the  White  House  staff  on  the  Madison  case,  but  then  goes 
to  see  the  very  people  who  tried  to  conceal  potential  evidence  from 
the  investigators.  The  signal  it  raises  with  me  is  that  it  may  be 
more  important  to  uphold  the  bonds  of  friendship  than  to  pursue 
the  law. 

In  all  of  these  cases,  the  clear  pattern  is  developing  that  Presi- 
dential appointees  somehow  see  conflicts  of  interest  in  their  deci- 
sionmaking roles,  only  after  they  have  been  caught  in  the  act.  To 
me,  that  is  a  very  real  concern  about  consolidating  power  and  regu- 
latory authority  in  one  new  agency  subjected  to  the  control  by  the 
appointment  of  the  President. 

The  Chairman.  Thank  you.  Senator  Bond. 

Senator  Bryan. 

OPENING  STATEMENT  OF  SENATOR  RICHARD  H.  BRYAN 

Senator  Bryan.  Thank  you  very  much,  Mr.  Chairman.  I  welcome 
the  Secretary  and  Mr.  Newman  to  our  hearing  today.  I  hope  that 
we'll  have  an  opportunity  to  hear  from  them  in  terms  of  the  regu- 
latory changes  that  they  are  proposing. 

I'd  like  to  just  say  at  the  outset  that  I  want  to  congratulate  the 
Secretary  and  Mr.  Newman  for  their  leadership  and  providing  at 
least  a  point  of  reference  for  us  to  begin  this  regulatory  consolida- 
tion. 

As  both  Mr.  Newman  and  the  Secretary  are  aware,  in  Nevada, 
we  had  a  situation  which  affected  us  in  a  more  pronounced  fashion 
than  any  other  part  of  the  country.  And  that  is,  we  had  a  credit 
crunch  in  recent  years  in  which  the  amount  of  commercial  lending 
available  in  our  State  declined  precipitously,  nearly  twice  as  much 
as  the  next  most  affected  State. 

One  of  the  exacerbating  factors  was  the  nature  of  the  duplicative 
regulatory  process  in  which  one  set  of  Federal  examiners  would 
come  in  and  say,  you're  doing  precisely  the  right  thing.  Continue 
on.  And  within  a  few  months  later,  another  set  of  examiners  would 
come  in  and  say,  wait  a  minute.  You're  going  in  the  wrong  direc- 
tion. You've  got  to  change  course  here. 

Clearly,  there  was  a  conflicting  message  that,  in  my  view,  exacer- 
bated the  problems  that  we  had  in  Nevada,  which  is  rapidly  ex- 
panding. My  hometown  of  Las  Vegas  is  experiencing  the  greatest 
metropolitan  rate  of  growth  of  any  community  in  America.  Nearly 
300,000  people  have  moved  into  Southern  Nevada  in  the  last  6 
years.  Clearly,  they're  going  to  need  the  capital  in  which  to  provide 
the  business  service  and  to  provide  the  continued  economic  oppor- 
tunities. 


I'd  like  to  further  make  the  comment,  Mr.  Chairman,  if  I  may, 
that  I  also  appreciate  what  the  Secretary  and  Mr.  Newman  have 
done  with  respect  to  dealing  with  the  problem  that's  a  constant  re- 
frain, not  only  with  respect  to  the  regulatory  issue  that  we  discuss 
today,  but  the  paperwork  burden,  the  redundancy. 

You  have  worked  very  effectively  in  addressing  some  of  the  prob- 
lems that  deal  with  the  currency  transaction  reports  that  have 
been  particularly  burdensome,  and  I  just  want  to  acknowledge  and 
say  publicly,  I  appreciate  your  leadership.  I  think  you're  on  the 
right  track.  And  I  look  forward  to  working  with  you  and  your  col- 
leagues at  Treasury,  Mr.  Secretary. 

The  Chairman.  Senator  Mack. 

OPENING  STATEMENT  OF  SENATOR  CO?WIE  MACK 

Senator  Mack.  Thank  you,  Mr,  Chairman,  and  welcome,  Mr.  Sec- 
retary. 

While  I  share  some  of  the  goals  that  you  have  indicated  with  re- 
spect to  the  establishment  of  one  regulatory  authority,  I  must  say 
that  I  am  concerned  about  some  of  the  potential  problems  that 
would  develop,  the  first  of  which  is  the  concentration  of  power,  and 
not  so  much  from  the  political  perspective  that  has  been  raised  this 
morning,  but  I  raised  these  points  back  during  the  so-called  credit- 
crunch,  during  the  recessionary  period,  when  many  people  around 
my  State,  and  I  think  not  just  in  Florida,  but  frankly,  throughout 
the  country,  were  raising  concerns  about  what  was  happening  as 
far  as  lending  was  concerned.  They  were  making  comments  with 
respect  to  how  certain  regulators  were  harder  on  real  estate  loans, 
commercial  real  estate  loans,  and  so  forth. 

All  of  that,  to  me,  and  again,  I  relate  that  to  a  concern  that  I've 
raised  with  the  concentration  of  power  with  respect  to  branching 
throughout  our  Nation. 

In  my  State,  roughly  four  financial  institutions  control  about  75 
percent  of  the  deposits.  I  wonder  about  those  four  individuals  get- 
ting up  one  morning  and  deciding,  well,  we're  just  not  going  to  lend 
in  a  particular  area  or  on  a  particular  type  of  loan.  It's  a  tremen- 
dous amount  of  power.  It  can  have  significant  economic  impact 
within  the  State  and  within  the  Nation. 

I'm  concerned  about  one  regulatory  agency  having  the  ability  to 
have  such  significant  effect  on  the  lending  practices  of  our  financial 
institutions,  number  one. 

And  second,  I  am  concerned  about  the  removal  of  the  Federal  Re- 
serve from  what,  I  think,  is  a  very  important  opportunity  and  re- 
sponsibility in  operating  monetary  policy.  I  know  this  is  a  point  you 
disagree  with  and  that  you  and  Alan  Greenspan  have  had  discus- 
sions about. 

But  I  would  make  the  case  that,  in  order  to  make  the  kinds  of 
decisions  that  are  important  during  times  of  monetary  crisis,  let's 
say,  that  the  Federal  Reserve  needs  more  than  reading  an  exam- 
ination report,  that  having  their  people  in  those  institutions  would 
be  very  helpful  in  trying  to  make  decisions  relative  to  what  they 
should  be  doing  to  meet  a  particular  crisis. 

While  we  share  many  of  the  same  objectives,  and  I'm  looking  for- 
ward to  working  with  you  and  trying  to  find  a  way  to  accommodate 
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what  is  being  proposed,  I  have  those  reservations  and  others.  I 
wanted  to  express  those  this  morning. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Thank  you.  Senator  Mack. 

Senator  Dodd. 

OPENING  STATEMENT  OF  SENATOR  CHRISTOPHER  J.  DODD 

Senator  Dodd.  Thank  you  very  much,  Mr.  Chairman.  Let  me  ask 
unanimous  consent  to  have  a  prepared  statement  put  in  the  record 
at  this  time. 

The  Chairman.  Without  objection,  so  ordered. 

Senator  DoDD.  And  to  welcome  our  former  colleague  and  the  Sec- 
retary. And  to  make  two  points. 

One,  regarding  this  particular  issue  before  us,  which  is  a  very 
important  matter — I  commend  the  Chairman  for  the  work  he's 
done.  We're  going  to  have  some  extensive  hearings. 

My  own  view  is  that  the  status  quo  is  unacceptable  with  regard 
to  the  present  scheme  of  regulators.  There's  no  argument  that  I 
know  of  that  states  we  could  sustain  the  present  system  given  its 
inefficiencies  and  the  problems  associated  with  it. 

Having  said  that,  and  I've  expressed  this  view  to  the  Chairman 
and  to  the  Secretary  very,  very  briefly,  I'm  concerned  about  reach- 
ing a  bit  too  far  with  regard  to  the  Fed.  I'm  going  to  wait  and  have 
a  chance  to  talk  with  the  Secretary.  He  and  I  have  talked  about 
this  already. 

My  hope  is  that  there  might  be  some  room  to  strike  a  balance 
before  this  process  is  through,  and  I'm  confident  that  may  be  the 
case. 

But,  nonetheless,  I  think  it's  important  that  we  begin  with  what 
has  been  presented  to  us  here.  I  think  it's  absolutely  the  correct 
and  proper  direction  for  us  to  be  going  in.  Whatever  modifications 
we  may  make,  certain  arguments  can  be  raised. 

I  think,  clearly,  to  do  nothing  would  be  inexcusable,  given  the 
problems  we've  seen  unfolding  in  the  last  several  years.  So  I  would 
make  that  particular  point. 

Last,  I  want  to  say  to  you,  Mr.  Chairman,  that  I  think  you're  on 
the  right  track  with  this  other  matter.  My  colleague  from  New 
York  and  I  are  close  friends.  We've  worked  together.  In  fact,  he  and 
I  led  the  charge,  if  you  will,  on  the  statute  of  limitations  issue  a 
couple  of  years  ago. 

I  have  a  great  deal  of  confidence  in  Robert  Fisk.  He's  been  on  the 
job  a  little  more  than  a  month.  He's  a  highly  competent,  extremely 
talented  individual  who  is  going  to  look  at  all  aspects  of  this  mat- 
ter. He  has  a  sweeping  mandate  and  his  goals  are  very  unambig- 
uous. 

I  think  it's  important  for  us  to  allow  that  job  to  be  done.  We've 
seen  in  the  past  the  problems  where  congressional  investigations 
can  complicate  the  work  of  independent  prosecutors.  I  think  we'd 
be  well  advised,  in  this  body,  to  listen  to  those  admonitions  and 
concerns  and  to  allow  this  process  to  go  forward  in  the  hands  that 
it  presently  is  in;  specifically,  former  judge  Robert  Fisk. 

I'm  appreciative,  Mr.  Chairman,  of  your  particular  position  on 
this.  I  think  you're  on  the  right  track. 
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I  would  ask  the  Secretary,  Mr.  Secretary,  if  you  might  comment 
on  the  possibility  of  some  middle  ground  being  struck  with  regard 
to  the  proposed  consolidation  approach,  and  whether  or  not  you 
think  there's  any  value  in  limiting  or  defining  the  role  of  the  Fed 
in  terms  of  the  international  lending  institutions  as  a  way  of  pre- 
serving their  unique  role,  or  whether  that  is  just  a  nonstart,  as  far 
as  you  re  concerned. 

The  Chairman.  Do  you  mind  if  we  have  him  do  that  in  that  nor- 
mal course  of  his  statement? 

Senator  DODD.  Yes.  Fine. 

The  Chairman.  Senator  Bennett. 

OPENING  STATEMENT  OF  SENATOR  ROBERT  F.  BENNETT 

Senator  Bennett.  Thank  you,  Mr.  Chairman. 

I  agree  with  Senator  Dodd  that  the  status  quo  was  unacceptable. 
I  think  that  we  need  some  consolidation.  I  think  that's  very  clear. 
I  commend  the  Administration  and  the  Chairman  for  pursuing  that 
matter. 

I  also  agree  that  the  implication  that  the  proposal  before  us  may 
go  too  far  and  we  need  to  be  very  careful  before  we  automatically 
accept  it  just  because  we're  looking  for  some  kind  of  change. 

While  I  look  forward  to  hearing  the  Secretary's  testimony,  I  also, 
before  making  up  my  mind  on  this,  want  to  hear  from  the  regu- 
lated. 

We're  hearing  anecdotes  about  banks  in  California,  where  there 
are  more  regulators  than  there  are  customers.  I  think  they're  un- 
doubtedly accurate.  But  I've  been  surprised  that  the  regulated  have 
been  very  silent,  as  far  as  I'm  concerned,  on  this  issue.  They've  not 
been  to  see  me  with  the  same  kind  of  firepower  that  both  the  Ad- 
ministration and  the  Fed  have  used. 

Senator  Mack.  They  will  now. 

Senator  Bennett.  They  will  now. 

[Laughter.] 

I  had  Mr.  Newman  in  my  office,  and  that  was  very  enlightening. 
I  had  Mr.  Greenspan  in  my  office,  and  that  was  very  enlightening. 

The  Chairman.  We'll  have  the  regulators  in  here  tomorrow  and 
hopefully,  that  will  be  enlightening. 

Senator  Bennett.  Yes,  and  then  you'll  have  the  regulated.  So  be- 
fore we  rush  to  act  on  this  one,  I  would  hope  that  we  would  hear 
from  those  who  are  raising  the  complaint  about  duplication  of  regu- 
lation as  to  the  suggestions  they  rnight  have. 

I  would  think  we  might  get  a  different  picture  from  them  as  to 
the  benefits  of  consolidation  than  we're  getting  from  those  who  see 
not  only  the  benefits  in  the  marketplace,  but,  being  blunt  about  it, 
see  the  benefits  in  the  political  marketplace  in  terms  of  expanding 
their  own  turf. 

Now,  I  would  never  accuse  Secretary  Bentsen  of  being  concerned 
about  turf,  but  there  are  some  brownies  in  his  department  that 
may  have  that  predilection  somewhere. 

The  other  comment  that  I  would  make  to  the  Secretary,  I  have 
another  hearing  going  on  that  I'm  going  to  have  to  leave  for,  so 
that  I  may  not  be  able  to  get  back  to  hear  all  of  his  testimony.  Con- 
sequently, I  read  ahead  and  have  gone  through  his  summary  testi- 
mony. 
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I  would  suggest  to  you,  Mr,  Secretary,  that  you  don't  put  too 
much  rehance  on  this  chart  to  make  your  case.  I've  read  the  chart 
and  there  may  be  something  wrong  with  me,  but  I  find  it  quite 
clear.  I  find  it  quite  helpftil.  While  the  first  glance  at  it  says,  my 
gosh,  this  is  an  incredible  interlay,  overlapping  mess  of  regulation, 
when  I  read  it  carefiilly,  I  find,  for  example,  that  under  consumer 
protection  rulemaking,  every  column  is  the  same.  It  says  the  Fed- 
eral Reserve.  That's  consolidation  rather  than  confusion. 

I  take  an  institution,  the  credit  unions,  for  example,  and  say, 
boy,  they  should  be  worried  about  this,  and  I  find  footnotes  all  over 
the  place.  I  read  the  footnote  and  it  says.  Federal  credit  unions  are 
not  required  to  receive  NCUA  approval  before  opening  a  branch. 

So  the  footnote  says,  they  shouldn't  be  on  the  chart  in  that  re- 
gard. You  begin  to  trace  some  of  these  across  and  trace  some  of 
these  down,  and  you  find  that  it's  not  nearly  as  confusing  as  the 
first  glance  at  the  chart  might  lead  you  to  believe.  Indeed,  as  I  got 
into  the  chart,  after  Mr.  Newman  left  me  a  copy  of  it,  I  came  away 
thinking,  the  prima  facie  case  out  of  the  chart  is  that  the  thing 
seems  to  have  been  sorted  out  fairly  well. 

I  would  just  suggest  to  you  that  you  not  put  a  whole  lot  of  reli- 
ance on  it  because,  as  I  read  the  fine  print  and  read  the  footnotes, 
it  doesn't  make  the  prima  facie  case  that  there's  too  much  overlap- 
ping regulation.  Instead,  it  just  leads  somebody  through  the  maze 
of  regulation  in  such  a  way  as  to  cause  somebody  to  say,  well,  now 
I  understand  it  and  now  I  can  comply. 

Now,  having  said  that,  I  go  back  to  my  opening  comment.  Yes, 
I  agree  that  the  status  quo  is  unacceptable  and  that  we  do  need 
some  changes.  But,  like  the  Senators  who  preceded  me,  I'll  be  very 
anxious  to  be  very  careful  about  what  those  changes  are  instead  of 
embracing,  wholesale,  a  proposal  just  because  we  need  some  kind 
of  progress. 

Thank  you. 

The  Chairman.  Thank  you.  I  think  when  we  hear  from  Mr.  New- 
man, he  can  perhaps  shed  a  little  light  on  that  chart  as  well. 

Senator  Roth,  a  comment  before  we  go  to  the  Secretary? 

OPENmC  COMMENT  OF  SENATOR  WILLIAM  V.  ROTH,  JR. 

Senator  Roth.  Well,  thank  you,  Mr.  Chairman.  I  appreciate  the 
fact  that  you  and  Senator  D'Amato  have  agreed  to  hold  these  hear- 
ings. It's  always  a  pleasure  to  welcome  our  former  colleague  and 
good  friend.  Secretary  Bentsen. 

Secretary  Bentsen.  Could  I  just  interrupt?  I  see  Senator  Bennett 
is — could  I  just  make  a  comment  to  him,  if  I  may? 

The  Chairman.  Sure. 

Secretary  Bentsen.  Senator  Bennett,  let  me  make  a  comment  to 
you  on  this  question  of  turf 

At  the  present  time.  Treasury  has  the  supervisory  responsibility 
for  62  percent  of  the  assets  of  the  thrifts  and  the  banks. 

We're  giving  that  up.  I  must  tell  you,  as  Chairman  of  the  Fi- 
nance Committee,  I  had  no  reputation  for  giving  up  turf.  I  fought 
for  jurisdiction. 

But,  in  this  situation,  I  feel  so  strongly  about  the  consolidation 
and  what  can  be  done  for  a  more  effective  organization,  that  we're 
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giving  it  up,  62  percent  of  what  we  now  have  in  the  way  of  the  as- 
sets of  thrifts  and  banks  that  we  supervise. 

Senator  Bennett.  Thank  you,  Mr.  Secretary.  Help  me  under- 
stand. 

Wouldn't  this  consolidated  agency  be  more  responsive  to  direct 
Presidential  appointees  who  change  with  the  President,  rather 
than  the  independent  agencies? 

Secretary  Bentsen.  Appointments  to  independent  agencies  are 
made  by  the  President.  The  FBC  will  be  very  comparable  to  what 
you  would  have  with  any  other  independent  agency. 

Senator  Bennett.  Excuse  me.  I'm  sorry.  I  was  distracted. 

Secretary  Bentsen.  I  said  you  have  the  appointments  being 
made  by  the  President  at  the  present  time.  It  will  be  an  independ- 
ent agency.  The  President  could  remove  one  of  the  three  appointed 
members  only  for  cause. 

I  think  our  proposal  will  significantly  reduce  any  bank  regulatory 
politicization.  The  OCC  and  the  OTS  are  currently  bureaus  of  the 
Treasury,  and  as  I  said,  now  handle  62  percent  of  those  assets.  We 
will  cease  to  be  a  bank  regulator  in  exchange  for  one  seat  on  the 
Commission,  one  seat  only. 

Senator  Bennett.  I  appreciate  that  clarification.  I  reserve  the 
right  to  still  look  into  the  political  implications  of  what  the  overall 
Commission  would  be  in  terms  of  turf  within  the  Administration 
and  the  power  that  it  might  give  to  political  appointees  of  the 
President.  I  appreciate  the  clarification  you've  given  me,  Mr.  Sec- 
retary. 

The  CHAreMAN.  And,  if  I  may  say,  it's  very  important  to  under- 
stand here  that  my  goal  is  to  not  have  this  issue  be  politicized.  On 
the  contrary.  Certainly  you  have  some  of  that  because  of  the  ap- 
pointment process.  But  we've  also  got  the  confirmation  process. 

We  all  are  here  essentially  as  a  check  and  balance  on  that  very 
issue.  We've  had  nominees  come  before  this  Committee  just  in  re- 
cent years  that  have,  in  fact,  been  turned  down. 

So  that's  certainly  not  automatic,  nor  is  it  when  appointees  get 
to  the  Senate  floor.  We  have  our  turn  at  bat  here  as  the  Committee 
of  jurisdiction,  but  then  the  Senate  as  a  whole  has  to  render  judg- 
ment as  well. 

But  I  would  just  make  one  other  point,  and  that  is  that  I  think 
today,  banking  regulation  is  a  rather  arcane  area.  And  the  more 
regulatory  jurisdictions  there  are  and  the  more  separate  turfs  there 
are,  the  more  they  are  under  the  radar.  They're  out  there.  Most 
people  don't  know  who  they  are.  They  operate  rather  anonymously, 
when  all  is  said  and  done. 

I  think  the  kind  of  consolidated  commission  that  is  being  talked 
about  here  will  lift  the  visibility  and  increase  the  accountability  of 
the  regulators.  I'm  not  looking  at  it  fi*om  the  point  of  view  of  one 
Administration  or  one  party  because  that  changes  with  time. 

I  think  what  we  need  is  a  bank  supervisory  body  that  not  only 
has  the  power  to  act,  but  is  under  the  spotlight  and  scrutiny  where 
I  think  the  performance  is  likely  to  be  looked  at  more  carefully  and 
is  likely  to  be  better  executed  at  the  end  of  the  day. 

Now  that's  a  judgment  call  and  I'm  as  sensitive  as  you  are  about 
making  sure  we  do  this  right.  I  have  a  keen  sense  about  the  very 
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issue  that  you  raise.  But  I  think  we've  got  that  problem  today  and 
we've  had  that  problem  in  the  past. 

I  think  that's  one  of  the  things  that  if  we  do  this  wisely,  we  can, 
in  fact,  correct.  And  that  is  to,  in  effect,  remove  this  further  from 
the  politicization  process  or  the  possibility  of  that. 

I  think  just  the  fact  that  the  Treasury  Department  is  surrender- 
ing jurisdiction  to  a  body  in  which,  yes,  they  participate,  but  they 
participate  with  a  number  of  other  individuals,  including  the  Fed- 
eral Reserve  Board,  provides  the  very  kind  of  check  and  balance 
that  I  hear  you  saying  you  feel  the  need  for,  and  I  feel  that  same 
need. 

In  any  event,  we'll  hear  from  the  regulators  tomorrow  and  they'll 
have  a  chance  to  give  us  their  views. 

Senator  Bennett.  You  say  we'll  hear  from  the  regulators  tomor- 
row. Are  we  going  to  hear  from  the  regulated? 

The  Chairman.  Yes,  we'll  hear  from  them  as  well. 

Senator  Bennett.  OK. 

Secretary  Bentsen.  Let  me 

Senator  Bennett.  Yes,  sir. 

Secretary  Bentsen.  Because  I  value  Senator  Bennett's  opinion  as 
well,  I  want  to  make  another  point  on  this  one. 

At  the  present  time,  bank  supervision  is  conducted  by  the  OCC, 
the  OTS,  the  FDIC,  and  the  Fed.  The  members  of  the  FDIC  and 
Fed  Boards  and  the  heads  of  the  OCC  and  the  OTS  are  all  selected 
by  the  President. 

The  FBC,  the  Federal  Banking  Commission,  will  not  expand  the 
number  of  politically  appointed  supervisors. 

Senator  Bennett.  I  understand  that.  It  does  consolidate  some 
power  there. 

I  don't  come  here  with  any  firm  objections,  other  than  the  gen- 
eral unease  that  I  do  get  from  the  concept  of  a  single  superagency 
in  an  area  that,  at  least  some  people  are  saying,  would  be  destruc- 
tive to  the  dual  banking  system. 

You  address  that  in  your  testimony.  You're  very  clear  about  that 
in  your  testimony.  And  I'm  delighted  that  you  have  focused  on  that 
because  I  think  that's  an  issue  we  have  to  look  at  and  pay  atten- 
tion to. 

I  come  back  to  my  beginning  position.  I  agree  with  you,  the  sta- 
tus quo  is  unacceptable.  So  I  look  forward  to  working  with  you  and 
the  Chairman  in  seeing  how  we  can  resolve  some  of  these  things 
and  come  up  with  something  we  can  all  agree  is  progress. 

Secretary  Bentsen.  I  apologize  to  the  other  Members  of  the 
Committee  for  interrupting  the  sequence,  particularly  Senator 
Roth. 

The  Chairman.  Thank  you  for  yielding.  Senator  Roth. 

Senator  Bennett.  Thank  you. 

Senator  Mack.  Mr.  Chairman,  if  I  could  just 

The  Chairman.  We've  got  a  former  banker  here. 

Senator  Mack.  No.  I've  said  what  I  need  to  say.  I'm  off  to  an- 
other hearing  and  I  wonder  if  I  could  submit  several  questions  that 
could  be  responded  to  in  writing. 

The  Chairman.  By  all  means. 

Senator  Mack.  Thank  you. 

The  Chairman.  Without  objection,  it  is  so  ordered. 
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Senator  Roth,  did  you  want  to  complete  your  comment,  and  then 
we'll  go  to  the  Secretary, 

Senator  RoTH.  Yes.  Thank  you,  Mr.  Chairman. 

Lloyd,  I  want  to  thank  you  for  the  personal  leadership  you're 
showing  in  this  matter,  putting  the  issue  of  regulatory  consolida- 
tion on  the  front  burner. 

Frankly,  I  know  from  past  experience  that  it's  practically  impos- 
sible to  achieve  any  real  reform  without  strong  leadership  from  the 
top,  and  there's  no  question  in  my  mind  that  you're  committed  to 
right-sizing  Government  in  this  crucial  area. 

Now,  while  I  stand  behind  efforts  to  improve  the  effectiveness 
and  efficiency  of  Grovernment  programs,  and  I'm  all  for  reducing 
unnecessary  Grovernment  regulation  and  duplication,  I  must  also 
say  that  I  have  some  concerns  when  it  comes  to  plans  to  create  a 
new  Federal  Banking  Commission. 

Don't  get  me  wrong.  I  agree  that  our  Federal  regulatory  struc- 
ture may  be  enhanced  through  consolidation,  and  that  many  banks 
could  benefit  from  reduced  regulation  and  oversight.  However,  I  am 
concerned  that  the  creation  of  a  single  Federal  super-regulator 
could  well  have  the  opposite  effect.  Would  a  single  bank  regulator 
issue  even  more  cumbersome  requirements  for  banks  to  adhere  to? 
And,  most  importantly,  would  the  States'  role  in  bank  supervision 
be  adversely  impacted? 

For  example,  if  the  Federal  Banking  Commission  is  to  regulate 
both  national  and  State  banks,  will  the  nonconforming  powers  of 
State  banks  become  over  time  to  be  viewed  as  different  and  there- 
fore bad  policy? 

I'm  also  concerned  with  the  Commission.  Under  your  proposal,  is 
it  not  natural  for  the  Commission  to  look  favorably  upon  the  banks 
it's  created,  the  Federal  or  nationally-chartered  banks,  over  those 
of  other  State  institutions? 

It's  this  kind  of  question  that  will  concern  me.  But  I  do  look  for- 
ward to  some  right-sizing  here  and  I  applaud  your  initiative  and 
look  forward  to  working  with  you. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Thank  you.  Senator  Roth. 

Mr.  Secretary,  we're  very  pleased  to  have  you  here  today.  You've 
already  made  some  important  comments  in  the  exchange  we  just 
had. 

We'll  make  your  full  statement  a  part  of  the  record  and  we'd  like 
your  comments  now. 

STATEMENT  OF  LLOYD  BENTSEN,  SECRETARY,  DEPARTMENT 
OF  THE  TREASURY,  WASfflNGTON,  DC;  ACCOMPANIED  BY 
FRANK  N.  NEWMAN,  UNDER  SECRETARY  OF  THE  TREASURY 

Secretary  Bentsen.  Fine.  Thank  you,  Mr.  Chairman,  Members  of 
the  Committee. 

I've  appeared  before  you  to  discuss  other  issues,  but  I  think  few 
of  them  are  as  important  as  bank  consolidation  of  the  Federal  bank 
regulators. 

From  my  experience  in  the  Senate,  I  know  it's  a  lot  easier  to  kill 
a  bill  than  to  pass  a  bill.  And  I  know  it's  going  to  be  quite  challeng- 
ing for  you.  Members  of  this  Committee,  to  resolve  any  concerns. 
However,  I  also  realize  the  importance  of  addressing  this  matter 
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now,  rather  than  waiting  until  it  has  to  be  dealt  with  in  some  kind 
of  a  financial  crisis. 

First,  let  me  express  appreciation  to  the  Chairman  and  to  Sen- 
ator D'Amato,  for  inviting  the  Administration  to  formulate  and 
present  our  proposal.  I  greatly  appreciate  that  effort.  I  know  it's 
the  desire  of  all  the  Members  of  the  Committee,  as  well  as  the  Ad- 
ministration, to  work  together  on  this  one. 

I  have  a  longer  statement  that  I'd  like  to  put  into  the  record. 

Well,  here's  where  we  are  today — four  different  agencies  regulat- 
ing depository  institutions — ^the  Office  of  Thrift  Supervision,  the  Of- 
fice of  the  Comptroller  of  the  Currency,  both  under  Treasury,  the 
Federal  Reserve,  and  the  FDIC. 

These  aren't  nice,  clean  boxes  on  an  organizational  chart.  Sev- 
enty percent  of  the  Nation's  commercial  bank  assets  are  held  by  or- 
ganizations regulated  not  by  one  organization,  but  by  two.  And  al- 
most half  are  regulated  by  three  or  four. 

Now,  in  spite  of  Senator  Bennett's  full  understanding  of  this 
chart—and  let  me  say  that  a  U.S.  Senator  studying  it  in  great  de- 
tail, and  with  a  background  in  legislation,  may  be  able  to  figure  it 
out 

I  think  the  general  public  is  not  afforded  the  opportunity  for  the 
kind  of  intense,  minute  study  of  it  that  one  would  like.  And  I  think 
it  is  confusing,  in  effect.  In  fact,  I'm  thinking  of  letting  Bob  Dole 
and  Arlen  Specter  have  this  chart. 

[Laughter.] 

Let  me  say  that  under  the — c'mon,  Al.  That's  not  bad.  That's  a 
pretty  good  line. 

[Laughter.] 

Under  the  Consolidation  Act  of  1994,  we'll  combine  supervisory 
and  regulatory  functions  of  the  four  Federal  bank  regulatory  agen- 
cies into  a  single  Federal  Banking  Commission. 

You're  going  to  recognize  a  lot  of  our  proposal  because  it  incor- 
porates many  of  the  elements  of  bills  introduced  in  the  Congress, 
particularly  the  bill  introduced  by  you,  IVIr.  Chairman,  and  Senator 
D'Amato,  and  in  the  House,  by  Chairman  Gonzalez  and  12  other 
Members  of  the  House  Banking  Committee. 

Our  plan  also  builds  upon  many  bipartisan  proposals  that  have 
emerged  over  the  past  45  years.  The  first  commission  that  called 
for  it  was  the  Hoover  Commission.  We've  seen  several  since.  We 
saw  it  in  the  Grace  Commission  under  President  Reagan.  We  saw 
it  with  President  Bush. 

And,  like  your  congressional  proposals,  ours  attacks  redundancy 
and  waste  by  realigning  regulators  according  to  their  core  functions 
of  regulator,  central  bank,  and  deposit  insurer. 

The  core  functions  of  the  Federal  Reserve,  as  the  central  banker, 
and  the  FDIC  as  deposit  insurer,  will  not  be  disturbed — will  not  be 
disturbed.  Nothing,  nothing  in  our  proposal  will  affect  the  Federal 
Reserve's  independence,  deprive  it  of  needed  information,  or  ham- 
per the  performance  of  its  essential  functions. 

It  will  continue  to  conduct  monetary  policy,  administer  the  pay- 
ment system,  and  provide  liquidity  through  the  discount  window. 
These  are  all  important  components  of  our  plan  that  have  been 
misunderstood.  I'll  say  more  about  that  later. 
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Let  me  say  something  about  the  State-chartered  banks  regulated 
by  the  States.  That's  something  else  that's  been  misunderstood  and 
some  concern  has  been  stated  for  that. 

They'll  continue  to  play  their  important  role.  The  dual  banking 
system  will  not  be  weakened  by  this.  I  used  to  be  the  chairman  of 
the  board  of  directors  of  a  community  bank  in  Texas.  I  also  served 
on  the  board  of  directors  of  a  large  bank.  If  I  thought  the  dual 
banking  system  would  be  weakened,  I  would  not  be  here. 

Nothing  in  the  Act  gives  the  Federal  Government  any  additional 
authority  over  them.  Nothing  prevents  an  institution  from  seeking 
a  State,  rather  than  a  Federal,  charter.  And  our  proposal  provides 
the  opportunity  for  State  supervisors  to  take  on  more  of  the  respon- 
sibilities for  their  banks. 

To  be  blunt,  I  see  critics  of  our  proposal  confusing  the  dual  bank- 
ing system  with  having  a  choice  between  different  Federal  regu- 
lators— Federal  regulators. 

The  Chairman.  Right. 

Secretary  Bentsen.  Our  plan  preserves  the  dual  banking  system, 
while  eliminating  a  confusing  Federal  regulatory  structure  that,  as 
Secretary  of  the  Treasury,  I  find  redundant  and  wasteful.  What 
we're  seeing  is  a  situation  that  enables  banks  to  shop  for  the  most 
lenient  Federal  regulator. 

As  Senators,  you  ought  to  worry  about  a  system  where  the  more 
faithfully  an  agency  implements  the  laws  that  you  enact,  the  more 
likely  the  institution  it  regulates  will  look  for  a  more  lenient  regu- 
lator. That,  right  there,  is  a  key  reason  to  consolidate. 

I  was  before  you  last  week  talking  about  our  worst  financial  cri- 
sis since  World  War  II.  One  lesson  we'd  better  have  learned  is  that 
our  regulatory  system  did  not  adequately  anticipate  or  resolve  the 
S&L  crisis.  In  the  months  and  the  years  ahead,  I  don't  want  to 
have  to  appear  before  you,  as  my  predecessor  did,  to  ask  you  to 
take  costly  measures  to  contain  some  other  crisis.  I  say  fix  the  roof 
while  the  sun's  still  shining.  I  ask  that  we  take  the  actions  now, 
while  we  can,  so  none  of  us  will  be  forced  to  take  some  action  with 
a  gun  to  our  head. 

We  need  a  Federal  regulator  that  can  focus  on  the  banking  in- 
dustry full  time,  an  agency  that  will  keep  the  industry  healthy, 
that  will  promote  a  safe  and  a  sound  system. 

Over  the  past  20  years,  the  percentage  of  financial  institution  as- 
sets in  banks  and  thrifts  have  shrunk.  Listen  to  what's  happened 
to  the  banking  industry  insofar  as  its  percentage  of  total  financial 
assets  are  concerned.  It's  gone  from  62  percent  to  just  36  percent, 
and  that's  the  lowest  level  in  history.  That's  a  tremendous  loss. 

I'll  tell  you  who  that  impacts.  Senator  Bryan,  you  were  making 
that  point.  It  attacks  small  business  on  Main  Street.  That's  who  it 
gives  a  problem.  The  big  fellows  can  get  their  money  on  Wall 
Street.  But  the  small  business  people,  the  job-creators  in  this  econ- 
omy, they  go  to  their  local  bank.  There  will  be  a  lot  of  benefits  from 
this.  Let  me  take  you  through  seven  of  them  in  some  detail. 

One,  we  can  do  a  better  job  of  regulating.  Almost  three-quarters 
of  a  trillion  dollars  in  assets  are  in  companies  that  control  a  na- 
tional bank,  a  State  nonmember  bank,  and  a  thrift.  And  that 
means  they  have  four  regulators.  The  Fed  does  the  holding  com- 
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pany.  OCC,  the  national  bank.  FDIC,  the  nonmember  bank.  And 
OTS,  the  thrift.  And  what  happens? 

We  have  a  situation  where  each  regulator  relies  on  the  others  for 
parts  of  the  institution  that  they're  not  responsible  for. 

Incredibly,  there  are  thousands  of  cases  where  our  system  has 
layered  on  separate  regulators  for  the  holding  company,  even 
though  that  agency  regulates  none  of  the  entities  that  actually 
make  the  loans.  None.  It's  fragmented.  We  don't  get  a  complete  pic- 
ture. And  we  can  sure  do  better  than  that. 

Two,  consolidation  will  eliminate  inconsistent  and  duplicative 
regulation.  Four  agencies,  four  sets  of  rules,  four  sets  of  inspectors. 
Bankers  often  see  different  regulators  apply  different  rules  to  simi- 
lar situations.  Sometimes  they  see  them  apply  the  same  rules  dif- 
ferently. 

The  Chairman.  Mr.  Secretary,  if  I  could  just  stop  you  there. 

Secretary  Bentsen.  Yes. 

The  Chairman.  I  talked  to  one  banker  who  had  three  different 
sets  of  regulators  in  at  the  same  time  and  there  wasn't  even  space 
to  accommodate  everybody.  Just  finding  the  physical  place  to  put 
them  as  they  were  all  doing  different  things  at  the  same  time. 

Excuse  me. 

Secretary  Bentsen.  Under  our  plan,  there  will  no  longer  be  a 
need  to  coordinate  policies  and  regulations  among  different  agen- 
cies. It  has  sometimes  literally  taken  an  act  of  Congress  to  get  the 
agencies  to  coordinate. 

Mr.  Chairman,  you  led  in  that  effort.  Senator  D'Amato  did. 

Now,  three,  we're  going  to  see  more  accountability. 

Today,  when  complaints  arise  in  the  industry,  the  various  agen- 
cies can  sidestep  accountability.  They  point  the  fingers  at  the  oth- 
ers insofar  as  the  responsibility  and  the  accountability.  Let  me  il- 
lustrate. 

In  the  mid-1980's,  the  warning  signs  were  clear  that  banks  had 
overinvested  in  commercial  real  estate.  I  can  still  see  the  see- 
through  windows  we  had  in  commercial  buildings  down  in  Houston, 
Texas,  for  loans  that  were  going  on.  But  the  regulators  could  not 
agree  on  a  unified  strategy  to  address  that  problem. 

Under  our  plan,  Americans  who  pay  the  regulators'  salaries  but 
can't  afford  banking  lawyers  to  guide  them  through  the  regulatory 
maze  will  know  where  to  go  when  they  have  a  problem — the  Fea- 
eral  Banking  Commission.  Period. 

Four,  it  will  eliminate  potential  conflicts  when  agencies  perform 
dual  roles. 

Look  at  the  Federal  Reserve — as  regulator  and  central  bank.  The 
two  functions  compete  for  the  time  and  the  energy  of  policymakers, 
and  you  know  that  bank  regulation  has  to  take  a  back  seat  to  mon- 
etary policy. 

I  spent  the  weekend  in  Germany  at  the  G-7  meeting  of  Finance 
Ministers  and  central  banks.  I  talked  in  detail  to  the  Bundesbank. 
Certainly,  that  is  one  of  the  most  powerful,  one  of  the  most  influen- 
tial central  banks  in  Europe.  They  do  not  have  examination  author- 
ity and  told  me  they  didn't  want  it.  They  didn't  want  to  be  put  in 
that  position. 

Look  at  the  FDIC.  As  an  insurer,  it  has  incentives  to  resist  inno- 
vations, even  if  those  innovations  may  be  exactly  the  changes  that 
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banks  need  to  maintain  a  healthy  position  and  be  responsive  to 
evolving  customer  needs. 

Five,  consolidation  works  better  and  costs  less. 

0MB  says  that  our  plan  reduces  Government  spending  between 
$150  and  $200  million  a  year — 15  to  20  percent  of  today's  costs.  Di- 
rect savings  to  the  banking  industry,  and  ultimately,  the  consumer, 
will  be  substantially  greater  than  that. 

I  can't  tell  you  whether  the  savings  in  the  private  sector  will  be 
5  percent  or  25  percent.  But  basea  on  a  1992  study,  chaired  by 
Federal  Reserve  Board  Governor,  John  LaWare,  each  5  percent  re- 
duction in  regulatory  burden  that  this  reform  achieves  will  save 
the  industry  $1  billion. 

Six,  a  single  regulator  will  be  responsive  to  the  concerns  of  com- 
munity banks. 

In  tne  present  system,  most  small  banks  are  regulated  either  by 
the  Fed  or  the  FDIC.  And,  like  I  said,  they  have  other  jobs,  other 
priorities.  Under  our  plan,  small  banks  will  have  a  regulator  solely 
dedicated  to  responding  to  supervisory  concerns.  They'll  be  in  all  50 
States,  and  if  they're  not  responsive,  I'm  sure  they'll  be  hearing 
from  Members  of  the  Congress  and  from  this  Committee. 

Seven,  and  finally,  a  consolidated  agency  will  assess  fees  and  ex- 
penses more  equitably  among  institutions.  We  made  some  changes 
on  that  one  that  you  will  be  interested  in,  I  think. 

Like  OCC  and  OTS  and  FDIC,  the  Commission  will  not  require 
any  taxpayer  funds.  It  will  recover  all  its  costs  through  nonappro- 
priated means.  The  Administration's  proposal  incorporates  a  fund- 
ing method  for  the  Commission  that's  fair  to  both  national  and 
State  banks  and  institutions  of  all  sizes.  That's  not  the  case  now. 

I  know  a  number  of  State-chartered  community  banks  have  wor- 
ried that  the  Commission  might  impose  heavy  fees  on  them.  Many 
of  those  bankers  feel  they're  already  contributing  to  the  Federal  su- 
pervision costs  through  a  portion  of  their  FDIC  premiums,  and  I 
agree  with  that.  And  they  pay  fees  to  their  State  supervisors. 

We've  heard  their  concerns  and  we  agree,  they  make  sense.  I'm 
happy  to  present  a  plan  that  calls  for  no  fees,  no  fees  to  be  paid 
to  the  new  Commission  by  State  banks  for  the  first  $1  billion  in 
assets.  That  means  7,500  State-chartered  banks,  more  than  90  per- 
cent of  all  State  banks,  will  have  no  fees,  none,  assessed  by  the 
Commission.  Larger  State  banks  will  pay  half  the  rates,  reflecting 
the  role  of  the  State  supervisors. 

A  lot  of  people  have  endorsed  this  proposal,  including  several 
former  regulators,  including  Peter  Grace,  including  some  of  your 
former  colleagues.  But  there  have  been  some  critics,  in  particular, 
members  of  the  Federal  Reserve.  They  agree  consolidation  is  need- 
ed. But  they  have  a  different  idea  of  how  to  do  it. 

I  have  great  respect  for  the  Fed  and  for  its  role  in  the  monetary 
policy  and  financial  system.  This  proposal  not  only  assures  that  the 
Fed  has  the  authority  it  needs,  it  improves  the  Fed's  involvement 
in  supervising  major  banks,  but  within  a  much  more  workable  and 
efficient  framework. 

They  have  their  own  proposal.  They  think  two  full-scale  regu- 
lators would  be  better  than  one.  I'm  not  persuaded.  Two  isn't  nec- 
essary. The  Federal  Government  is  not  Noah's  Ark.  We  don't  have 
or  need  two  Securities  and  Exchange  Commissions,  where  big  com- 
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panies  can  decide  which  one  they  want  to  deal  with  that  might  be 
more  favorable  to  them.  Or  two  Food  and  Drug  Administrations.  Or 
two  central  banks.  We  don't  need  two  sets  of  rules  and  interpreters, 
or  two  sets  of  examinations. 

It's  also  a  mistake  to  believe  that  competition  among  bank  agen- 
cies is  needed  to  promote  financial  product  innovation.  Innovation 
is  not  initiated  by  bank  regulatory  agencies.  It's  initiated  by  the 
marketplace.  That's  what  brings  about  innovation — responding  to 
the  demands  of  the  customers.  It's  the  nonbank  financial  service 
providers  that  dominate  the  industry,  and  our  current  unrespon- 
sive, inefficient  system  that's  killing  the  banks'  ability  to  compete 
with  them. 

Some  critics  argue  against  full  consolidation  on  the  grounds  that 
it  eliminates  checks  and  balances.  Congressional  oversight  of  the 
regulators  is  a  check  and  balance.  So  are  the  courts.  And  the  State 
bank  system.  And  the  press.  And  the  marketplace.  And  the  new 
Commission's  board.  We  don't  need  two  Federal  regulators  to  serve 
as  a  check  and  balance  for  every  bank. 

Nevertheless,  we  believe  that  the  Fed  should  play  a  meaningful 
role  in  bank  supervision.  There  is  a  legitimate  concern  that  I  know 
some  of  you  expressed  about  very  large  banks,  that  they  really 
warrant  special  attention.  We've  heard  those  concerns  and  we 
agree. 

Our  proposal  provides  a  backup  system  between  the  Commission 
and  the  Fed  for  the  top  20  banks.  If  either  agency  sees  a  serious 
problem,  it  can  act  to  correct  it  in  any  of  the  20  largest  institutions. 
And  those  20  make  up  35  percent  of  total  bank  and  thrift  assets. 
Thirty-five  percent. 

You  know  how  much  the  Fed  supervises  now?  Fifteen  percent. 
That's  what  their  role  is.  It  supervises  15  percent. 

In  addition,  the  Fed  will  be  able  to  select  each  year  10  of  those 
top  20  for  joint  examination.  Those  10  would  make  up  25  percent 
of  total  system  assets.  And,  for  any  of  the  10  that  have  historically 
been  supervised  by  the  Fed,  the  Fed  can  take  the  lead  role  in  the 
joint  exams,  but  there  will  be  just  one  examination  per  institution. 
Just  one. 

Now,  today,  the  Fed  directly  supervises  and  examines  only  7  per- 
cent of  all  FDIC-insured  depository  institutions.  Only  15  percent  of 
the  Nation's  bank  and  thrift  assets,  only  5  of  the  20  largest  institu- 
tions, and  only  12  of  the  52  U.S.  banks  with  assets  of  more  than 
$10  billion.  For  information  concerning  the  remaining  93  percent, 
including  most  of  the  large  organizations,  the  Fed  relies  on  reports 
prepared  by  the  OCC,  OTS,  or  FDIC. 

Now,  some  say  the  Fed  needs  bank  supervisor  powers  to  guard 
against  systemic  risks — crises  that  affect  the  financial  system — like 
the  stock  market  crash  in  October  1987.  I'm  a  Depression  kid.  I  un- 
derstand the  failure  of  banks.  But  not  every  disturbance  is  a  sys- 
temic risk.  And,  in  these  times,  possessing  supervisory  capabilities 
is  unlikely  to  improve  the  ability  of  the  Fed  to  anticipate  shocks. 

The  financial  system  encompasses  far  more  than  the  Fed  super- 
vises— the  stock  market,  the  bond  market,  commodities  market,  the 
insurance  industry. 

Our  proposal  won't  affect  the  Fed's  ability  to  react  to  a  systemic 
shock.  It  will  continue  to  regulate  the  payments  system,  and  be  ac- 
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tively  involved  in  the  supervision  of  the  largest  banks.  The  Fed's 
done  just  fine  in  the  past  and  it  will  continue  to  do  fine  in  the  fu- 
ture. 

The  monetary  policymakers  at  the  Fed  don't  conduct  bank  exams 
themselves.  They  get  information  they  need  from  examination  re- 
ports, just  as  they  will  under  our  plan.  The  Fed  does  say  that  some 
involvement  in  some  statistical  cross-section  of  banking  is  useful  to 
them. 

Fine.  Our  proposal  provides  an  opportunity  for  the  Fed  to  partici- 
pate in  exams  of  just  such  a  cross-section  in  a  way  that  doesn't  du- 
plicate or  overlap  the  Commission. 

These  banks  all  across  the  country  could  compose  up  to  5  percent 
of  total  system  assets.  Between  their  participation  in  exams  of  the 
largest  banks  and  the  cross-section,  the  Fed  would  actually  be  in- 
volved in  banks  with  30  percent  of  system  assets,  compared  to  15 
percent  now. 

So,  the  Fed  will  have  better  information,  without  all  the  overlap- 
ping and  confusion  of  today's  structure.  And  this  Commission  will 
have  a  board.  The  Fed  will  have  a  seat  on  it. 

The  Treasury  will  also  have  a  seat.  And  there  will  be  three  oth- 
ers appointed  by  the  President,  confirmed  by  this  Senate.  Both  par- 
ties will  be  represented.  One  member  will  have  experience  in  su- 
pervising State-chartered  institutions.  This  board  will  bring  bal- 
ance and  judgment  to  the  job  of  regulation. 

The  new  Commission  will  have  access  to  a  range  of  views  on  pol- 
icy matters.  It  will  have  advisory  councils  for  community  banks, 
both  State  and  national,  for  thrifts,  consumer  issues,  and  small 
businesses. 

I  look  around  the  world.  I've  dealt  with  many  Finance  Ministers. 
This  trip  this  weekend  once  more  buttressed  it.  And,  as  I  talked 
to  the  Bundesbank,  they  made  their  points  to  me. 

I  have  to  tell  you,  no  other  country  has  a  regulatory  system  any- 
where near  as  confused  as  ours.  Not  one.  It's  a  serious  disadvan- 
tage in  today's  competitive  world  for  our  Nation  to  have  our  banks 
that  serve  our  economy  hobbled  by  our  regulators. 

I've  heard  enough  stories,  like  the  one  you  were  telling,  Mr. 
Chairman.  Let's  stop  tripping  over  each  other. 

This  plan  provides  each  bank  one  examination,  one  application, 
and  one  report  to  their  board  of  directors.  That  will  leave  the  bank- 
ers time  to  make  loans,  instead  of  spending  all  day  filing  multiple 
regulatory  reports. 

The  need  to  restructure  has  been  around  a  long  time.  I  want  to 
read  you  one  quote: 

The  banking  regulatory  system  is  a  crazy  quilt  of  conflicting  powers  and  jurisdic- 
tions, of  overlapping  authorities,  and  gaps  in  authority. 

And  that's  from  a  Fed  annual  report  of  1938. 

The  need  has  grown  more  urgent  over  the  past  several  decades, 
as  distinctions  between  depository  institutions  have  blurred  and 
the  regulatory  system  has  grown  more  costly,  more  complex,  less 
efficient,  and  less  responsible. 

I  talked  about  the  advantages.  You're  probably  thinking,  what 
are  the  disadvantages?  Whatever  we  could  find,  we  tried  to  correct. 
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So  when  you  make  the  improvements,  someone  is  going  to  pro- 
test the  way  that  it  will  be  done.  They'll  resist  change.  We  have 
to  join  togetner  to  overcome  that  resistance. 

The  OCC  and  the  OTS  are  bureaus  of  the  Treasury  and,  as  I  told 
you,  represent  62  percent  of  bank  and  thrift  assets.  We  are  pre- 
pared to  give  up  that  authority. 

In  this  time  of  economic  stability,  when  bank  profits  are  at  an 
all-time  high,  we  have  a  window  of  opportunity  to  take  bold  action 
to  improve  the  system,  to  make  it  work  better,  cost  less,  to  promote 
a  safer,  sounder  banking  system,  and  to  promote  a  more  efficient 
system. 

For  all  those  reasons,  I  urge  this  Congress  and  I  urge  this  Com- 
mittee, and  I  urge  both  sides  of  the  aisle,  to  help  us  pass  this  legis- 
lation. 

I'm  here  to  answer  your  questions,  Mr.  Chairman. 

The  Chairman.  Thank  you.  I've  heard  a  lot  of  statements  made 
by  Cabinet  officers  and  others  over  the  28  years  that  I've  been 
here.  But  I  must  say  that  I  think  the  thoroughness  and  the  logic 
that  you've  presented  here  and  buttressing  it  with  the  hard,  cold, 
numerical  facts,  gives  this  presentation  great  weight  and  great 
meaning  and  I  thank  you  for  that. 

I  think  any  time  we  try  to  change  anything  in  Government,  you 
run  into  the  forces  of  the  status  quo,  especially  if  you're  talking 
about  established  bureaucracies.  Nobody  wants  to  reduce  their 
work  force.  In  fact,  everybody  seems  to  have  a  desire  to  want  to 
increase  their  work  force. 

I  was  surprised  that  the  first  reaction  of  the  Fed  to  consolidation 
was  they  wanted  an  increase  of  regulatory  power.  They  want  to 
stretch  out  and  take  on  more  things. 

Furthermore,  I  was  struck  by  your  comment  that  when  you  met 
with  the  officials  of  the  Bundesbank,  thought  by  many  to  be  the 
premiere  monetary  policy  body  in  the  world,  they  have  no  bank 
regulatory  authority  themselves  directly.  They  are  not  in  that  busi- 
ness. 

Secretary  Bentsen.  They  have  no  examination  authority. 

The  Chairman.  Exactly.  That's  done  by  others  and  they  seem  to 
be  able  to  function  quite  well  under  that  system. 

Let  me  start  by  asking  you  this  question.  There  are  two  argu- 
ments that  the  Federal  Reserve  System  has  made.  The  first  is  that 
they  have  to  have  hands-on,  day-to-day,  bank  examination  author- 
ity in  order  to  deal  with  systemic  risk.  And,  second,  that  they  have 
to  have  hands-on,  day-to-aay,  bank  examination  authority  in  order 
to  conduct  monetary  policy.  How  do  you  assess  those  two  issues 
from  your  vantage  point? 

Secretary  Bentsen.  Well,  first,  I  don't  agree  with  the  Fed  that 
they  have  to  have  a  direct  role  in  bank  supervision  to  handle  sys- 
temic crises. 

I  made  the  point  that  many  of  the  financial  crises  have  not  been 
triggered  by  banks.  The  Fed  was  able  to  handle  the  1987  stock 
market  crash,  the  Penn  Central  Railroad  bankruptcy,  and  the  Ohio 
thrift  crisis  of  the  early  1980's,  without  a  direct  supervisory  role  in 
any  of  those  industries.  Then  you've  had  the  recent  statutory 
changes  enacted  in  the  FDICIA.  They  further  reduce  the  likelihood 
that  Banks  will  trigger  a  crisis. 
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The  Fed  uses  discount  window  lending,  not  banking  regulation, 
to  battle  systemic  crises.  The  proposal  would  not  affect  the  discount 
window  authority. 

The  Chairman.  Let  me  ask  you  this.  It's  my  understanding  that 
the  cost  of  the  two  regulators  that  you  have  under  the  Treasury, 
the  Comptroller  of  the  Currency  and  the  Office  of  Thrift  Super- 
vision, are  fully  covered  by  fees  paid  by  the  industries  that  they  su- 
pervise. Is  that  right? 

Secretary  BE^^^SEN.  That's  correct. 

The  Chairman.  So  those  regulated  entities  and  those  regulators 
don't  contribute  at  all  to  the  deficit  because  they're,  in  effect,  self- 
financing.  Is  that  correct? 

Secretary  Bentsen.  That's  right. 

The  Chairman.  What  about  the  Federal  Reserve  fees?  What  kind 
of  fees  does  the  Federal  Reserve  charge? 

Secretary  Bentsen.  They  don't  charge. 

The  Chairman.  They  don't  charge  any  fees. 

Secretary  Bentsen.  No.  * 

The  Chairman.  It  would  seem  to  me,  the  fact  that  they  don't 
charge  any  fees  means  that  whatever  they're  spending  on  regula- 
tion and  supervision,  they're  not  recouping  in  a  fee  structure,  al- 
though the  other  two  regulators  I've  just  cited,  they  do  recoup  their 
costs  through  their  fee  structure. 

Secretary  Bentsen.  Right. 

The  Chairman.  So,  to  the  extent  that  the  Fed  is  involved  in  regu- 
lation and  supervision  and  they  don't  charge  any  fee  for  it,  that 
goes  right  on  through  to  the  Feaeral  deficit,  doesn't  it? 

Secretary  Bentsen.  That's  correct. 

The  Chairman.  I'm  told  that  even  the  very  largest  institutions, 
and  I  think  this  will  come  as  a  surprise  to  a  lot  of  people,  that  the 
very  largest  institutions  under  Fed  supervision  do  not  pay  the  costs 
of  their  Federal  supervision. 

Secretary  Bentsen.  That's  correct. 

The  Chairman.  It's  my  understanding  even  J. P.  Morgan,  as  big 
an  operation  as  it  is,  pays  nothing  for  its  supervision  by  the  Fed. 
Is  that  correct? 

Secretary  Bentsen.  That's  correct,  Mr.  Chairman. 

The  Chairman.  So  who's  paying  for  that?  Aren't  the  taxpayers 
paying  for  that? 

Secretary  Bentsen.  That  means,  in  effect,  that,  to  that  extent, 
the  Federal  Reserve  does  not  return  it  to  the  Treasury  and  it  does 
not  apply  to  a  reduction  of  the  deficit. 

The  Chairman.  It  also  means  that  if  somebody  is  out  there  regu- 
lator shopping  and  they  decide  to  move  out  from  under  the  OCC 
or  the  OTS,  and  they  were  to  go  on  over  to  the  Federal  Reserve, 
it  actually  will  have  the  effect  of  increasing  the  deficit  because 
you've  got  a  situation  where  you've  got  a  charge,  but  no  offsetting 
revenue. 

Secretary  Bentsen.  That's  correct. 

The  Chairman.  How  does  the  proposal  that  you  have  before  us 
correct  that  inequity? 

Secretary  Bentsen.  I  beg  your  pardon? 

The  Chairman.  I  want  to  ask  you,  finally,  how  does  the  proposal 
that  you  have  before  us  correct  that  inequity? 
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Secretary  Bentsen.  For  example,  the  vast  majority  of  State-char- 
tered banks  and  community  banks  would  not  have  fees  assessed  by 
the  FBC.  But  the  large  institutions  would  pay  their  fair  share. 

I'll  give  you  an  example  as  I  understand  it.  You  cited  the  J. P. 
Morgan.  Take  Citibank.  I  think  that  they  pay  a  fee  of  approxi- 
mately $9  million.  That's  the  difference. 

The  Chairman.  It's  a  good  illustration.  Let  me  just  ask  you  one 
other  thing  and  then  I'll  go  to  Senator  D'Amato.  And  that  is,  some 
have  raised  what  I  consider  to  be  a  false  fear  about  a  risk  or  a 
threat  to  the  dual  banking  system.  I'm  not  going  to  report  a  bill 
out  of  here  that  contains  a  threat  to  the  dual  banking  system  be- 
cause we  believe  in  it  and  want  to  preserve  it,  and  clearly,  we  will. 

I  think  it's  gorilla  dust  being  thrown  up  in  the  air,  in  order  to 
create  a  false  concern. 

In  order  to  address  the  point  directly,  I  would  like  a  response 
from  you  on  the  issue  of  the  dual  banking  system,  and,  again,  your 
statement  and  your  view  as  to  why  this  would  not  injure  the  dual 
banking  system,  but  maintain  it  and,  in  many  ways,  probably 
strengthen  it. 

Secretary  Bentsen.  I  certainly  share  that  objective  with  you.  The 
dual  banking  system,  I  think,  is  a  very  important  part  of  our  bank- 
ing tradition  and  I  think  it  ought  to  remain  so. 

Our  proposal  will  not  affect  the  dual  banking  system.  Our  pro- 
posal will  not  give  the  Federal  Government  any  additional  author- 
ity over  State  banks  or  State  regulators.  That  information  has  to 
get  out  to  those  smaller  banks.  Some  of  them  don't  understand 
that.  It  has  not  been  clear  to  them. 

The  proposal  must  and  will  preserve  the  51  different  testing 
grounds  State  regulators  provide  for  new  ideas.  States  will  con- 
tinue to  be  the  primary  regulators  of  banks  that  they  charter.  Fed- 
eral regulators  will  continue  to  be  able  to  rely  on  State  examina- 
tions in  alternate  years,  as  under  the  current  law. 

As  under  current  law,  the  FDIC  will  be  the  only  Federal  agency 
with  authority  to  restrict  the  activities  of  State  banks.  The  Federal 
Banking  Commission  will  establish  a  system  for  certifying  State 
banking  departments  and  will  then  place  increased  reliance  on  ex- 
aminations from  those  States.  The  Commission  generally  will  not 
duplicate  examinations  of  small,  well-capitalized  State  banks  con- 
ducted by  certified  State  agencies. 

Under  this  approach,  almost  60  percent  of  all  State  banks  will 
probably  be  examined  only  by  State  regulators. 

The  Chairman.  Thank  you  very  much,  Mr.  Secretary. 

Senator  D'Amato. 

Senator  D'Amato.  Thank  you,  Mr.  Chairman. 

Mr.  Secretary,  I,  again,  along  with  the  Chairman,  have  sup- 
ported legislation  that  basically  looks  to  deal  with  eliminating  the 
duplication  that  is  nonproductive  and  that  does  not  enhance  the 
soundness  or  the  safety  of  operation  of  our  various  banks. 

Having  said  that,  there's  no  one  in  this  room  that  doesn't  under- 
stand the  pushing  and  the  tugging  that's  taking  place  so  that  var- 
ious interests  of  the  regulators,  those  interests  which  they  consider 
to  be  absolutely  paramount  to  the  safety  of  the  overall  financial  in- 
stitutions that  we're  speaking  about,  will  be  covered. 
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Some  may  be  motivated  with  that  very  sincere  interest  and  some 
^may  be  part  of  the  natural  tendency  to  preserve  one's  stake. 
^^   Having  said  that,  let  me  ask  you,  has  the  Treasury  attempted  to 
work  out  some  of  the  differences  that  have  been  raised  with  these 
groups,  with  the  Fed,  in  particular,  through  any  direct  negotia- 
tions? 

Secretary  Bentsen.  Oh,  yes.  Secretary  Newman  has  visited  with 
them,  talked  to  them.  So  have  I.  And  we  have  responded  to  some 
of  those  concerns  by  some  of  this  fleshing  out  of  the  role  of  the  Fed- 
eral Reserve. 

Senator  D'Amato.  Can  I  assume,  then,  that  these  talks  are  ongo- 
ing? Are  they  continuing?  Do  we  have  the  constant  kind  of  dialog 
between  Secretary  Newman  and,  let's  say,  a  counterpart  at  the 
Fed,  someone  with 

Secretary  Bentsen.  Chairman  Greenspan  and  I  discussed  this  as 

late  as  this  weekend. 

Senator  D'Amato.  Will  this  be  ongoing,  then? 

Secretary  Bentsen.  Oh,  sure.  We  will  continue  to  talk. 

Senator  D'Amato.  That's  encouraging  to  this  Senator.  I  would 
suggest  this,  because  I'm  not  going  to  begin  raising  the  various 
questions  that  come  to  mind.  You  have  attempted  in  your  presen- 
tation to  address  some  of  the  concerns  that  have  been  put  forth  as 
it  relates  to  the  State  banks,  as  it  relates  to  the  consolidation  of 
power  that  the  Administration  might  have,  and  as  it  relates  to  the 
Fed's  role  as  it  addresses  systemic  risk. 

I  could  go  into  the  fact  that  it  would  be  1  out  of  5  and  what 
would  its  voice  be  there. 

But  I  don't  think  at  this  point,  that  that  is  most  pressing.  I  think 
the  most  pressing  would  be  to  urge  you  to  continue,  then,  to  do  ex- 
actly what  you're  doing.  If  you  have  that  ongoing  dialog  through 
yourself  and/or  through  Mr.  Newman  and  others  with  the  Fed,  con- 
tinue it,  because,  I  believe,  that  we'll  actually  take  that  and  hope- 
fully, the  Committee  and  its  resources  can  act  as  a  catalyst  to  bring 
this  about  so  that  a  meaningful  reform  package  that  accomplishes 
the  goals  and  aims  that  I  think  everyone  on  this  Committee  has 
espoused  in  one  way  or  another.  Senator  Dodd,  Senator  Bond,  the 
Chairman,  that  that  is  a  way  of  achieving  it. 

Without  that,  I  think  that  we  could  report  out  a  bill,  go  down  to 
the  floor  and  achieve  true  gridlock.  We  want  to  avoid  that  and  I 
just  urge  that  the  dialog  that  has  been  taking  place  continue.  We 
could  advise  our  staffs  as  it  relates  to  what  progress  is  being  made 
and  maybe  even  to  what  points  of  contention  exist. 

In  the  final  analysis,  it  will  be  our  responsibility  to  take  the  posi- 
tion. I  would  rather  do  so  with  both  of  the  groups  helping  to  pave 
the  way. 

The  Chairman.  Senator  D'Amato,  would  you  yield  to  me  on  that 
point? 

Senator  D'Amato.  Certainly. 

The  Chairman.  Would  you  agree  with  me,  in  the  full  spirit  of 
what  you've  just  said,  that  time  is  of  the  essence  here,  and  let  me 
just  elaborate. 

We've  produced  a  number  of  legislative  items  out  of  this  Commit- 
tee. We've  got  securitization  of  small  business  loans. 

Senator  D'Amato.  I  didn't  bring  that  up  yet. 
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The  Chairman.  No,  but  we  need  to  move  it  ahead.  And  the  same 
thing  with  community  development  banks.  We've  just  passed  an 
interstate  proposal  out  of  this  Committee.  We've  got  the  Export  Ad^ 
ministration  Act  to  deal  with  a  little  bit  later  in  the  year. 

We  are  commencing  today  our  hearing  schedule,  but  we'll  have 
a  busy  schedule  the  rest  of  the  week  to  make  sure  all  points  of 
view  are  heard  on  this.  But  I  would  make  this  point.  I  think  it's 
essential  that  we  resolve  these  issues  promptly.  This  is  the  kind  of 
an  issue  where  footdragging  doesn't  achieve  any  good  end.  And  the 
status  quo  is  the  only  thing  that  is  served  by  footdragging. 

So,  if  you  would  share  the  view  that  it's  time  to  crack  these  is- 
sues apart  and  find  a  solution  that  can  meet  the  broad  interests 
that  we've  all  expressed  today,  that  the  time  to  do  that  is  now,  and 
to  do  it  promptly.  Would  that  be  your  view? 

Senator  D'Amato.  My  view  is,  basically,  that  we've  got  to  get 
some  of  these  outstanding  issues  resolved  by  the  two  parties.  If  we 
don't  and  if  it's  going  to  be  an  attempt  to  just  push  it  through, 
we're  not  going  to  be  successful. 

That's  why  I'd  really  urge — and  I'm  not  making  any  assertion 
that  the  kind  of  dialog  has  or  hasn't  taken  place.  I'm  glad  to  hear 
that  you  have  been  speaking.  I'm  urging  that.  My  sense  is  that, 
without  that,  we're  not  going  to  get  the  kind  of  meaningful  reform 
that  we  want.  There  are  some  Members  who  are  very,  very  con- 
cerned. Senator  Bennett  has  raised  some  concern.  Senator  Bond 
has  raised  some  concerns.  I  know  Senator  Domenici  has  some.  I  be- 
lieve Senator  Dole  has  some. 

That's  even  beyond  this  Committee.  I  think  that  you'll  find  that 
there  are  some  Members  on  the  other  side  who  also  have  some  le- 
gitimate concerns. 

What  we  can  do,  to  begin  as  you  have  attempted,  Mr.  Secretary, 
in  saying  that  you've  revised,  already,  some  of  your  recommenda- 
tions for  legislative  enactment,  I  encourage  you  to  do  that. 

And,  Mr.  Chairman,  I  might  make  an  aside,  that  I  would  hope 
that  we  could  continue  as  we  started  this  process,  in  that  spirit. 
Then  we  can  make  some  progress.  Otherwise,  I  don't  see  us  being 
able  to  accomplish  this. 

Secretary  Bentsen.  Let  me  say  in  response,  Senator,  and  be  a 
little  more  direct.  What  we  have  seen  in  response,  at  least  by  one 
of  the  Governors  of  the  Fed,  was  an  expansion  of  the  authority  of 
the  Federal  Reserve,  an  expansion.  That  was  the  counteroffer. 

We  have  reduced  our  authority,  substantially,  for  the  Treasury. 
We've  given  up  authority.  We  now  find  ourselves  bidding  against 
ourselves,  and  that's  a  bit  of  a  problem. 

Senator  D'Amato.  Mr.  Secretary,  be  assured,  I  will  be  here  to- 
morrow and  I  will,  with  the  same  directness — I  have  not  attempted 
to  beat  around  the  bush — but  I  will  suggest  to  the  Fed  that  they 
undertake  the  same  course  of  action  that  I  suggested  today,  that 
there  should  be  some  review  of  this  matter.  I'm  not  even  going  to 
say  negotiations.  But  review  the  various  positions  and  the  way  to 
achieve  the  legitimate  concerns  in  problems  that  exist  from  both 
sides. 

I  will  be  making  that  suggestion  tomorrow,  I  think,  with  the 
Members  of  our  Committee  to  the  Fed,  that  they  not  just  be  able 
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to  sit  back  and  say,  well,  unless  we  sign  off,  there's  going  to  be  no 
legislation.  I  assure  you  that's  not  where  I'm  coming  from. 

I'm  going  to  urge  that  their  side  undertake  the  same  course  of 
action  that  you've  indicated  that  you're  willing  to  take  and,  indeed, 
have  been  undertaking. 

Mr.  Newman.  Senator  D'Amato,  we  appreciate  that  guidance  and 
would  be  happy  to  follow  up. 

I  do  want  to  add  that  during  all  of  these  discussions,  all  of  us 
involved  have  a  great  deal  of  respect  for  the  views  of  the  Fed  and 
genuinely  want  to  understand  what  their  concerns  are  because  we 
all  want  this  to  work  well  over  time.  None  of  us  wants  to  create 
a  system  that  isn't  going  to  achieve  the  fundamental  objectives  in 
a  number  of  regards. 

As  Secretary  Bentsen  mentioned  a  moment  ago,  when  we  first 
outlined  the  framework  of  this  proposal  at  the  end  of  November, 
we  indicated  that  we  expected  a  role  of  active  participation  for  the 
Fed,  particularly  with  respect  to  the  largest  banks,  but  had  not  yet 
defined  what  we  meant  by  that  and  wanted  to  use  this  period  of 
time  prior  to  presenting  a  specific  proposal  to  you,  to  talk  with  the 
Fed  and  understand  more  of  what  their  concerns  were. 

It's  really  only  today  that  we  are  putting  forward  the  proposals 
that  incorporate  the  results  of  a  number  of  those  discussions. 

The  Fed,  for  example,  made  a  very  legitimate  point  that  their 
role  in  the  payment  system  is  a  very  special  one  and  we  agree  that 
they  ought  to  have  authority  over  the  payment  system. 

They  made  a  very  legitimate  point  that  it's  important  for  them 
to  have  the  ability  to  take  action,  especially  with  the  very  largest 
banks  in  the  country,  in  the  case  of  financial  difficulties. 

We  agree  with  that,  and  we  have  proposed  to  you  today  to  permit 
the  Fed  to  take  independent  action  in  any  of  the  top  20  largest  in- 
stitutions in  the  country.  Actually,  that's  more  authority  than  they 
have  right  now  because  there  are  really  only  5  out  of  those  top  20 
where  they  actually  have  direct  authority  over  the  banks  them- 
selves today. 

The  Fed  also  indicated  that  they  felt  it  was  important  for  them 
to  have  an  understanding  of  what  was  going  on  in  the  largest  insti- 
tutions in  a  very  hands-on  sense. 

We  felt  that  that  was  a  very  reasonable  public  policy  objective, 
and  therefore,  have  proposed  today  this  active  participation  in  ex- 
aminations of  10  out  of  the  20,  any  10  that  the  Fed  thinks  most 
warrant  their  attention. 

In  addition  to  providing  for  the  Fed  taking  a  lead  role  in  those 
institutions  which  are  primarily  State  member  banks  in  which  they 
have  historically  had  the  lead,  they  have  indicated  that  it  was  im- 
portant for  them  to  have  an  understanding,  some  hands-on  inter- 
action, of  a  cross-section  of  banks.  We  have  said,  fine.  Secretary 
Bentsen  indicated  they  would  be  welcome  to  participate  with  the 
Federal  Banking  Commission  in  a  cross-section  of  banks  that  are 
essentially  equivalent  to  the  cross-section  of  banks  that  they  cur- 
rently are  involved  in. 

I  hope  that  all  of  these  things  will  help  in  addressing  the  kind 
of  substantive  concerns  that  you  mentioned.  We  are  certainly  abso- 
lutely prepared  to  sit  down  and  talk  with  the  Fed  about  it  further. 
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and  hope  to  do  that,  about  any  substantive  concerns  that  they  may 
have  that  would  affect  the  health  of  the  banking  system. 

Senator  D'Amato.  Very  good. 

The  Chairman.  If  I  may  just  say,  before  yielding  to  Senator 
Dodd. 

I  think  that  this  has  been  a  very  important  exchange  between 
Senator  D'Amato  and  you,  Mr.  Newman. 

I  think,  in  light  of  the  data  that  the  Secretary  was  describing 
earlier  as  to  what  is  the  current  scope  of  authority  of  the  Fed  in 
this  area,  that  when  you  penetrate  the  rhetoric  and  you  get  down 
to  the  hard  facts  of  the  scope  of  regulation,  percentage-wise,  in 
terms  of  assets  and  so  forth,  you  start  to  see  a  somewhat  different 
picture  than  you  might  get  if  you  just  listened  to  the  rhetorical  ar- 
guments. 

I  think  the  effort  that  the  Administration  is  making,  a  strong  ef- 
fort to  listen  carefully  to  the  Fed's  concerns  with  the  payment  sys- 
tem and  with  systemic  risk,  are  issues  that  concern  us  all. 

It  seems  to  me  that,  by  having  made  a  good  faith  effort  to  re- 
spond to  those  concerns,  there  arises  a  different  situation  than  the 
whole  question  of  protecting  a  turf  area  full  of  regulators  and  per- 
haps even  trying  to  expand  that  number. 

When  I  saw  that  part  of  the  proposal  from  the  Fed,  I  must  say 
it  was  very  different  than  these  real  issues  that  go  to  the  heart  of 
the  way  the  banking  and  financial  system  work.  What  it  represents 
is  the  bureaucratic  appetite  that  all  bureaucracies,  I  think,  are  sus- 
ceptible to,  and  there's  no  proper  foundation  for  it,  other  than  an 
effort  to — maybe  it's  a  negotiating  ploy.  But  if  it's  not  that,  if  it's 
a  serious  suggestion  to  expand  into  an  area  where  we've  already 
got  too  many  people  tripping  over  one  another,  it  really  is  an  un- 
sound argument. 

But  I  appreciate  the  point  that  Senator  D'Amato  has  raised. 

I  want  to  emphasize  again,  the  time  to  resolve  these  issues  is 
now.  We  don't  have  an  endless  amount  of  time  in  this  legislative 
session.  We've  got  a  busy  agenda  in  this  Committee  with  other  is- 
sues that  are  coming  down  the  track,  issues  that  are  awaiting  ac- 
tion on  the  Senate  floor. 

We've  got  other  items  unrelated  directly  to  this  Committee, 
health  care  and  other  things  to  deal  with  later  on  down  the  track. 

I  would  hope  that  after  these  hearings  are  done — and  we'll  hear 
from  the  Fed  tomorrow.  I'm  willing  to  stay  in  until  6  p.m.  tomorrow 
night  so  that  the  Fed  can  say  everything  that  it  needs  to  say  and 
we'll  listen  with  great  attentiveness  because  I  want  a  system  that's 
going  to  work  well  over  time,  through  changes  in  Administration, 
changes  of  parties,  changes  of  personnel  at  the  Fed,  etc. 

The  time  to  do  this  is  now.  The  time  to  make  these  refinements 
and  revise  the  structure,  is  something  that  we  need  to  do  within 
a  fairly  short  period  of  time,  and  I  think  we  can  do  it.  If  we  con- 
tinue to  work  together  on  a  bipartisan  basis,  with  the  cooperation 
of  the  Administration,  and  the  Fed,  I  think  there's  a  way  to  get 
this  issue  solved. 

It  would  be  a  great  mistake  to  let  this  opportunity  pass. 

Senator  Dodd. 

Senator  Dodd.  Thank  you  very  much,  Mr.  Chairman, 
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Let  me  again  make  the  point  that  I  was  trying  to  make  at  the 
outset,  Mr.  Secretary.  I  think  that,  clearly,  the  present  situation  is 
unacceptable.  It  sounds  to  me  as  though  there  is  some  movement 
here  in  terms  of  trying  to  resolve  some  of  these  differences,  not  nec- 
essarily to  satisfy,  if  you  will,  the  individual  bureaucracies,  but  to 
try  to  come  up  with  an  intelligent  response  to  a  very  legitimate 
problem  that  you've  eloquently  described  in  your  testimony  here 
this  morning. 

I  would  just  like  to  make  a  couple  of  observations.  One,  is  that 
I  don't  find  the  Fed  response  here  any  more  attractive;  I  think  it 
goes  too  far. 

I'm  a  little  bit  concerned  that  we're  at  this  altar  of  efficiency  for 
the  sake  of  efficiency,  without  looking  beyond  what  we're  trying  to 
achieve.  I  would  argue  that,  generally,  our  present  banking  system 
is  fairly  stable. 

Having  four  regulators  who,  over  the  years,  have  looked  at  the 
same  situations,  the  same  data,  and  the  same  facts,  have  come  up 
with  different  assessments.  That,  obviously,  is  not  healthy,  but  I 
would  argue  that  there  has  been  a  certain  tension  created  by  hav- 
ing some  competition  within  the  regulatory  scheme. 

I'm  a  bit  concerned  about  the  notion  of  having  one  regulator 
where  you  have  one  culture,  that  could  either  be  terribly  lax  or  ter- 
ribly rigid.  There  isn't  any  real  response  to  either  that  rigidity  or 
that  laxity,  by  having  just  one  entity  that's  responsible.  How  do 
you  respond  to  that  criticism? 

Secretary  Bentsen.  I  respond  by  saying  that  you  have  the  dis- 
cipline of  the  Congress.  You  have  the  discipline  of  this  Committee. 
That  you  have  the  oversight  of  the  press.  That  you  have  the  over- 
sight of  the  consumers. 

And,  I  would  say,  by  the  same  token,  that  you  don't  need  two 
Federal  Reserves  to  check  on  each  other.  You  don't  need  two  Secu- 
rities and  Exchange  Commissions  to  compete  with  each  other  and 
check  on  each  other.  You  don't  need  two  FDA's,  where  the  pharma- 
ceutical companies  can  see  who  might  be  the  more  lenient. 

Those  are  the  concerns  that  really  have  to  be  addressed,  I  be- 
lieve. 

Senator  DODD.  Let  me  use  this  example.  We  had  the  Home  Loan 
Bank  Board.  We  had  this  Committee.  We  had  this  Congress.  We 
had  the  press.  We  had  the  consumer  groups. 

Secretary  Bentsen.  Sure. 

Senator  Dodd.  We  had  one  entity. 

Secretary  Bentsen.  And  look  what  you  had.  You  had  the  board 
being,  in  effect,  selected  by  those  people  who  were  being  regulated. 
You  had  a  situation  where  they  had  three  objectives  and  three 
charges,  one  of  them  that  they  were  to  promote  the  thrift  industry. 
The  other  one  that  they  were  to  make  it  safe.  You  had  mandates 
that  conflicted,  such  as  supervising  and  running  the  insurance 
fund. 

The  Administration's  proposal  avoids  those  kinds  of  conflicts.  In 
fact,  for  the  first  time,  it  will  eliminate  conflicting  mandates  from 
banking  regulation  by  separating  the  core  banking  functions  of  su- 
pervision, deposit  insurance,  and  monetary  policy  under  separate 
agencies. 
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Second,  the  Bank  Board  regulated  only  thrifts,  and  as  the  thrift 
industry  got  into  trouble,  the  Bank  Board  had  incentives  to  stretch 
those  rules  out,  so  as  to  prop  up  that  industry. 

The  Federal  Banking  Commission  would  regulate  a  variety  of  in- 
stitutions. It  would  not  be  dependent  on  any  one  type.  And,  again, 
I  say,  the  Bank  Board  relied  on  the  regional  Federal  Home  Loan 
Banks  to  conduct  the  examinations.  Those  regional  banks,  as  I 
said,  were,  in  turn,  run  by  presidents  and  boards  of  directors  ap- 
pointed by  the  local  thrift  industry,  the  same  industry  the  examin- 
ers were  supervising.  The  conflict  of  interest  was  serious. 

Senator  DODD.  Again,  Mr.  Chairman,  let  me  make  my  point  here, 
Mr.  Secretary. 

I  happen  to  subscribe  to  the  notion  that  the  present  system  is 
unacceptable.  I  think  the  comparison  to  Noah's  Ark  is  a  clever  ap- 
proach. I  suppose  you  might  make  a  case  that  we're  talking  here 
about  some  different  institutions,  some  which  are  federally-insured 
deposits,  others  are  not,  unlike  a  pharmaceutical  company,  where 
a  pharmaceutical  company  is  a  pharmaceutical  company  is  a  phar- 
maceutical company. 

A  financial  institution  can  be  somewhat  different  in  its  make-up 
and  its  responsibilities  and  its  relationship  to  depositors  and  to  the 
Federal  Government. 

I'm  one  who  clearly  wants  to  see  us  clean  up  a  burdensome  svs- 
tem.  I  really  raise  the  question  because  I'm  concerned  that  tnis 
one-culture  notion  to  deal  with  all  of  these  institutions  is  worri- 
some to  me.  I'm  not  alone  in  that  regard,  obviously,  and  would 
hope  that  we'd  be  able  to  see  if  we  can't  come  up  with  some  ap- 
proach that  would  give  us  some  assurance  that  we'd  be  able  to 
streamline  this  process,  and  at  the  same  time,  not  get  so  caught 
up  in  the  efficiency  argument. 

I've  heard  it  said,  if  we  wanted  an  efficient  system  in  this  coun- 
try, we  wouldn't  have  adopted  the  processes  we  have.  We  have  a 
check  and  balance  in  our  system.  A  far  more  efficient  system,  obvi- 
ously, would  be  a  benevolent  dictator  of  some  kind. 

I  suppose  our  Founding  Fathers  could  have  lurched  in  that  direc- 
tion. But  they  felt  very  strongly  that  it  wasn't  just  what  we  did, 
but  how  we  did  things  that  was  also  extremely  important. 

While  it's  important  to  be  efficient  in  the  exercise  of  our  respon- 
sibilities over  financial  institutions,  I  think  we've  got  to  be  careful 
that  in  that  desire  to  achieve  efficiency,  we  don't  sacrifice  that 
sense  of  common  good  that  can  come  out  of  a  check  and  balance. 

I  have  a  deep  regard  and  respect  for  what  you  proposed  here  and 
I  must  tell  you,  I'm  inclined  to  be  supportive  of  it,  but  trying  to  find 
some  ways  we  might  moderate  this  a  bit. 

Secretary  Bentsen.  I  don't  want  to  see  us  get  into  competition 
in  laxity,  either,  where  institutions  will  say,  well,  they're  more  lax 
over  there,  they're  more  lenient  over  there.  I'd  rather  be  regulated 
by  that  one.  That  is  a  concern  to  me,  too,  and  I  really  don  t  want 
to  see  that  one  happen. 

Senator  Dodd.  I  appreciate  that.  Thank  you,  Mr.  Chairman. 

Mr.  Newman.  Senator  Dodd,  if  I  could  add  a  little  bit  from  the 
perspective  of  somebody  who  was  in  the  industry  not  all  that  long 
ago. 

I  understand  your  concern  about  over  centralization. 
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We  have  tried  to  get  a  balance  on  the  board  of  different  perspec- 
tives, the  composition  of  the  board  that  would  bring  balance  to  the 
policies  that  were  taken  by  the  Federal  Banking  Commission. 

In  fact,  as  Secretary  Bentsen  has  pointed  out,  more  diversity  of 
view  would  exist  than  is  currently  represented  for  62  percent  of  the 
supervision. 

There  are  two  other  aspects  of  it  which  I  didn't  fully  appreciate 
until  I  came  to  Washington,  when  I  was  looking  from  the  inside  of 
the  industry,  rather  than  understanding  the  process  here. 

The  first  is  the  inability  of  the  current  structure  with  multiple 
regulators  to  deal  appropriately  with  change. 

Here  we  have  a  financial  services  business  in  the  real  world  that 
is  changing  very  rapidly.  Derivatives,  which  you  and  Senator  Bond 
were  talking  about  before,  are  just  an  example.  And  you'll  hear  ex- 
amples tomorrow,  I  know,  from  the  regulators  themselves  about 
how  gridlock  has  hampered  them  from  instituting  regulations  that 
can  deal  with  new  instruments  as  they  arrive,  and  changes  in  the 
financial  system. 

There  is  a  very  serious  risk  that  if  we  go  on  with  this  system, 
as  the  real  world,  the  real  business  world,  changes  rapidly,  that  we 
will  not  have  a  system  that  can  adapt  to  the  changes  satisfactorily, 
that  we  will  have  weaknesses  and  safety  problems  that  we  can't 
keep  up  with. 

There's  also  the  problem  that  the  existing  structure,  in  some 
cases,  is  the  worst  of  both  worlds.  In  some  cases,  it's  overlapping. 
In  other  cases,  it  allows  things  to  slip  through  the  cracks  because 
there  are  individual  regulators  who  are  responsible  for  only  a  por- 
tion of  what,  in  the  real  world,  is  an  integrated  financial  institu- 
tion. 

Nobody  sees  the  entire  picture. 

As  long  as  we  have  a  structure  that  divides  it  up  arbitrarily,  and 
doesn't  let  a  single  agency  look  at  the  entirety  of  the  business  the 
way  it's  run  in  the  real  world,  we  will  have  dangers  of  safety  prob- 
lems slipping  through  the  cracks. 

Senator  DODD.  I  appreciate  that.  Again,  I  make  the  point,  I'm  not 
in  any  way  advocating  that  we  don't  do  anything  at  all.  Quite  the 
contrary. 

Let  me  raise  this  question  with  you.  What  is  your  assessment  of 
the  present  condition  of  our  banking  system?  Is  it  stable  or  not? 

Mr.  Newman.  Right  now,  it's  in  very  good  health.  The  profits  are 
very  good.  And,  as  Secretary  Bentsen  mentioned  before,  that's  part 
of  the  reason  for  our  being  here  today. 

Senator  Dodd.  I  understand. 

Mr.  Newman.  To  suggest  that  we  fix  the  roof  while  the  sun  is 
still  shining. 

Senator  Dodd.  I  know.  But  we're  also  sending  out  signals  that 
there's  some  real  dangers  down  the  road.  The  question  isn't  just  as 
it  is  today,  but  what  you're  telling  me  is,  in  the  absence  of  chang- 
ing this,  you  see  some  real  instabilities  in  the  system. 

Mr.  Newman.  Yes,  Senator,  unfortunately,  I  do.  The  decline  of 
the  share  of  business  in  the  banking  industry,  as  the  Secretary 
mentioned  earlier,  I  think,  is  a  serious  problem  for  this  Nation,  and 
I  don't  see  any  change  in  that  decline. 
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Now  that  I  understand  more  of  how  things  really  operate  in  the 
regulatory  process,  I  think  there  is  a  serious  risk  of  problems  for 
the  industry  before  the  end  of  this  decade  if  we  do  not  change,  in 
an  effective  way,  the  regulatory  policies. 

Senator  DODD.  I  must  say,  I  just  read  this  article  by  Lawrence 
Lindsey  from  the  Federal  Reserve  System.  He's  now,  basically,  in 
favor  of  more  regulators.  It's  just  amazing  what  happens  when  peo- 
ple leave  the  private  sector  and  come  to  Washington,  isn't  it? 

Thank  you  very  much.  Thank  you,  Mr.  Chairman. 

The  Chairman.  Thank  you,  Senator  Dodd. 

Senator  Bond. 

Senator  Bond.  Thank  you,  Mr.  Chairman.  I  certainly  would  say 
that  I  would  share  the  concerns  raised  by  my  friend  from  Connecti- 
cut. I  think  that  those  are  the  kinds  of  questions  that  we're  going 
to  have  to  resolve  as  we  move  forward  and  get  something  done  in 
this  area,  as  I  really  want  to. 

Mr.  Secretary,  I've  heard  about  the  extensive  discussions  that 
have  gone  on  between  your  agency  and  the  Federal  Reserve  on  this 
consolidation  regulatory  streamlining  proposal. 

There  is  a  lot  of  discussion  around  this  building  and  comment 
that  they  think  the  real  pushing  force  for  maintaining  the  single 
regulatory  authority  in  the  Federal  Banking  Commission  has  come 
from  the  White  House.  Has  the  White  House  weighed  in  on  this 
proposal? 

Secretary  Bentsen.  No. 

Senator  Bond.  No  one  in  the  White  House  has  specifically  men- 
tioned to  you  or  anyone  you  know  that  they  want  to  have  a  single 
regulatory  banking  agency? 

Secretary  Bentsen.  Senator,  to  the  best  of  my  knowledge,  this 
emanates  from  Treasury  and  we're  the  ones,  frankly,  that  are 
pushing  it,  to  the  very  best  of  my  knowledge. 

Senator  Bond.  There  has  not  been  any  discussion  about,  or  has 
anyone  mentioned  the  Worthen  Banking  Corporation,  the  Worthen 
Bank  of  Little  Rock,  or  Worthen  Financial  Corporation,  in  that  con- 
text? 

Secretary  Bentsen.  No.  And  let  me  tell  you  something.  As  Chair- 
man of  the  Oversight  Board,  by  law,  I  am  prohibited  from  interven- 
ing in  individual  cases.  I'm  just  delighted  to  be  in  that  position. 

Senator  Bond.  I  understand.  I  wouldn't  expect  you  to  be — and  I 
think  we  all  have  the  greatest  confidence  in  you  and  there's  no 
question  there.  But  what  I  was  inquiring  about  was  the  lobbying 
or  the  advocacy  either  by  someone  from  the  White  House  raising 
the  Worthen  Bank,  or  whether  Mr.  Curt  Bradbury  or  anybody  from 
Worthen  had  contacted  you  or  your  associates,  to  your  knowledge? 

Secretary  Bentsen.  Not  to  my  knowledge.  What  we  have  is  an 
interagency  team  led  by  Treasury  on  this.  But  Treasury  has  been, 
as  far  as  I  can  see,  the  real  push  on  this. 

Senator  Bond.  Mr.  Newman,  have  you  had  any  contacts,  either 
referring  to  Worthen  Banking  Corporation  or  on  behalf  of  any  indi- 
vidual from  Worthen? 

Mr.  Newman.  Absolutely  none  whatsoever.  Senator.  As  the  Sec- 
retary said,  this  has  been  led  by  Treasury.  We  have  had  active  in- 
volvement of  other  agencies,  including  the  NEC  and  0MB,  as  we 
always  do.  But  it's  always  been   100  percent  in  the  vein  of  good 
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Government.  It  was  on  the  minds  of  the  National  Performance  Re- 
view team  as  part  of  Reinventing  Government  because  it  was  so  ob- 
vious that  it  was  a  cluttered,  inefficient  form  of  Government.  That 
was  the  only  vein  in  which  the  other  agencies  have  participated. 

Senator  Bond.  So  the  White  House  participation  has  been  lim- 
ited to  0MB? 

Mr.  Newman.  The  standard  interagency  team  was  0MB,  NEC, 
and  the  Council  of  Economic  Advisers.  And,  as  I  said,  in  this  par- 
ticular case,  the  National  Performance  Review.  This  was  on  the  list 
of  an  entire  range  of  inefficient  areas  of  Government.  But  it  was 
all  in  that,  absolutely  in  that  vein.  Senator. 

Senator  Bond.  And  no  one  outside  of  those  agencies  was  involved 
in  it  from  the  White  House? 

Secretary  Bentsen.  I've  kept  the  President  apprised,  certainly,  of 
what  we're  pushing  here.  That's  part  of  my  responsibility. 

Let  me  say,  again,  ihis  proposal  has  no  relevance,  to  my  knowl- 
edge, to  any  specific  case.  I  would  think  by  the  time  this  thing  was 
implemented,  whatever  the  case  is  would  be  resolved.  I  would  as- 
sume it  would  take  a  year,  year  and  a  half,  at  least,  to  do  this. 

Senator  Bond.  Mr.  Secretary,  I  accept  your  assurances.  Let  me 
just  explain  why  I  was  asking.  I'm  not  going  to  take  up  time  here. 

I  will  submit  for  the  record  a  brief  chronology  of  the  Worthen 
Banking  Corporation  and  its  problems  with  the  Federal  Reserve. 
Worthen  Banking  Corporation  is  a  $3.7  billion  asset  holding  com- 
pany in  Little  Rock.  It  has  had  ongoing  controversy  with  the  Fed- 
eral Reserve. 

It  would,  under  this  proposal,  no  longer  be  subjected  to  Federal 
Reserve  regulation  as  a  bank  holding  company.  Is  that  correct?  It's 
the  164th  largest,  but  it's  $3.7  billion.  It  would  be  excluded  from 
the  Federal  Reserve.  Is  that  correct? 

Mr.  Newman.  That  is  correct,  except  to  the  extent  that  the  Fed 
would  be  involved  as  a  member  of  the  board  and  in  its  participa- 
tion role  that  I  mentioned  before. 

But,  Senator,  let  me  again  just  be  very  clear.  We  had  no  involve- 
ment in  this  whatsoever.  Absolutely  zero.  I  didn't  even  know  about 
this.  It  was  never  raised  in  any  of  the  interagency  meetings.  It  was 
absolutely  not  a  factor  whatsoever  in  any  way  in  our  approach 
here. 

This  is  100  percent  driven  by  a  desire  for  good  Government,  for 
efficiency,  and  for  us  to  have  a  healthier  banking  system  going  for- 
ward for  this  country,  100  percent. 

Senator  Bond.  I  appreciate  your  putting  that  information  on  the 
record.  I  think  it's  important  that  we  do  so. 

There  was  an  October  12,  1992,  article  in  the  Wall  Street  Jour- 
nal quoting  Mr.  Curt  Bradbury,  the  head  of  the  Worthen  Banking 
Corporation,  who  had  just  made  a  $3.5  million  emergency  loan  to 
the  Clinton  campaign  after  Super  Tuesday,  saying: 

I  would  like  to  be  in  a  position  to  think  I  could  call  the  President  of  the  United 
States  and  give  him  my  views  on  the  Federal  Reserve,  for  example. 

I  think  it's  important  that  we  have  the  opportunity  to  clarify  the 
position.  That's  why  I  wanted  to  know  specifically. 

The  Chairman.  Senator  Bond,  would  you  yield  to  me  on  my  time 
and  I'll  extend  your  time? 

Senator  BOND.  Sure. 
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The  Chairman,  First  of  all,  this  idea  of  banking  consolidation 
has  been  around  since  the  Hoover  Commission  and  the  Grace  Com- 
mission. I  don't  know  whether  you  were  here  or  not  here  in  my 
opening  statement. 

Senator  Bond.  I've  been  here  all  day. 

The  Chairman,  I  thought  you  had.  But,  in  any  event,  the  idea 
of  banking  consolidation  predates  this  Administration  by  decades. 
Certainly,  the  bill  that  we've  been  developing  predates  this  Admin- 
istration. 

Any  question  that  you  want  to  raise  that  you  think  is  appro- 
priate is  fair  game,  and  I  ask  unanimous  consent  that  the  docu- 
ment you  wanted  in  the  record,  be  put  in  the  record  right  now. 

But,  with  respect  to  the  genesis  of  this  consolidation  proposal,  I 
don't  think  any  one  institution  has  any  particular  meaning  or  rel- 
evance to  this  discussion  that  we're  in,  in  the  sense  of  trying  to  re- 
structure the  system  and  put  it  on  a  sounder  footing  for,  hopefully, 
several  decades. 

Senator  Bond.  Mr.  Chairman,  I'm  a  strong  supporter  of  consoli- 
dation. I  think  there  is  a  very  real  question  which  has  and  will  be 
raised  in  the  press  because  of  the  high-profile  nature  of  this  par- 
ticular institution. 

We've  now  had  the  opportunity  to  hear  from  the  distinguished 
Secretary  of  the  Treasury,  whose  word  I  trust  implicitly,  and  Mr. 
Newman  that  it  was  not.  I  think  it's  important  as  we  go  forward 
on  this  that  we  resolve  this  question. 

They  have  stated  very  clearly  what  their  position  is  and  I  think 
it  is  helpful  to  clarify  the  air  to  make  sure  that  they  are  on  record 
as  saying  that  this  is  a  Treasury  proposal. 

I  have  a  couple  very  brief  questions  about  the  Federal  Reserve 
proposal. 

The  Chairman.  Please  continue. 

Senator  Bond.  I  will  be  attempting  to  ask  the  Federal  Reserve 
what  I  hope  will  be  tough  questions  tomorrow  on  their  proposal  be- 
cause I  think  it's  essential  we  move  forward. 

Secretary  Bentsen.  Senator,  I  want  to  be  sure  we  understand. 
When  I  say  it's  the  Treasury's  proposal,  we're  the  lead  agency.  We 
had  an  interagency  team  working  on  this.  The  NEC  was  involved 
in  it  and  they  have  all  been  supportive  of  it,  all  of  it.  But  we  are 
the  lead  agency  in  it.  We  are  the  ones  that  have  really  been  push- 
ing. 

Mr.  Newman.  Also,  Senator,  just  to  clarify  again.  I  remember 
this,  personally,  very  much  because  it  was  at  my  confirmation 
hearing  about  a  year  ago  that  the  Chairman  asked  me  if  I  would, 
during  the  course  of  my  first  year  in  office  here,  attend  to  this  item 
and  come  back  with  a  proposal  on  it.  Then,  later  in  the  year,  Chair- 
man Riegle  and  Senator  D'Amato  actually  sent  a  letter  to  the 
President  requesting  a  proposal  that  would  consolidate  the  four 
regulatory  agencies  and  we  responded  to  that  request. 

Senator  Bond.  May  I  just  suggest,  just  to  get  off  of  this  question, 
if  you  would  submit  to  us  a  list  of  the  agencies  involved  and  the 
personnel,  the  individuals  who  are  participating  in  it,  then  we  can 
have  that  all  in  the  record  and  we  don't  need  to  go  any  further  into 
that. 

Secretary  Bentsen.  We'd  be  delighted. 
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Senator  Bond.  Mr.  Secretary,  the  thing  that  strikes  me  about 
this  proposal,  the  justification  is  a  reduction  in  the  regulatory  bur- 
den on  the  banking  industry.  But  I  don't  hear  from  the  people  who 
affected  the  bankers  back  home,  any  support  for  it.  Do  you  have 
any  sense  of  why? 

Secretary  Bentsen.  I  sure  do. 

Senator  Bo^fD.  OK 

Secretary  Bentsen.  I  think  there's  been  a  major,  major  mis- 
understanding and  a  misstatement  of  what  we're  trying  to  do  here. 

I  come  from  that  kind  of  a  background.  I  sat  there  as  the  chair- 
man of  the  board  of  a  community  bank.  I've  served  on  the  board 
of  directors  of  a  large  bank.  I  was  in  financial  services.  That's  what 
I  did  in  the  private  sector. 

It's  interesting.  When  you  get  all  of  the  comments  about  conflict- 
ing regulations  and  all  the  complaints  from  the  bankers  concerning 
it,  and  now  some  of  them  have,  in  effect,  come  to  the  conclusion 
that  we're  doing  away  with  the  dual  banking  system.  Nothing  could 
be  farther  from  the  truth.  We  are  not  doing  that. 

Senator  Bond.  I  can  assure  you  that  the  folks  back  home  don't 
understand  that. 

Secretary  Bentsen.  They  sure  don't. 

Senator  Bond.  So  we  need  to  do  a  lot  of  work. 

Secretary  Bentsen.  We've  got  to  do  some  missionary  work. 

Mr,  Newman.  Senator,  excuse  me.  Again,  on  this  particular  topic, 
just  as  an  example.  I  had  in  my  ofRce  the  State  banking  commis- 
sioner of  a  large  State  who  was  worried  that  this  proposal  would 
take  away  the  ability  of  his  State  to  have  its  institutions,  its  State- 
chartered  institutions,  have  powers  that  have  been  granted  to  it  by 
that  State. 

In  fact,  this  proposal  doesn't  do  that  at  all.  As  a  matter  of  fact, 
this  proposal  doesn't  even  grant  to  the  Federal  Banking  Commis- 
sion any  power  to  tell  a  State  what  it  may  or  may  not  have  its 
State-chartered  banks  do.  That  needs  to  be  clarified. 

Senator  Bond.  I  think  there's  a  proposal  that  the  Federal  Bank- 
ing Commission  would  accept  State  exams  for  institutions  with  less 
than  $250  million  in  assets,  health,  and  well-capitalized.  Does  this 
mean  such  institutions  would  not  be  examined  by  a  Federal  regu- 
lator at  all? 

Mr.  Newman.  Yes,  that's  correct,  Senator.  If  the  State  chooses  to 
proceed  that  way,  and  the  State  commission  was  certified,  and  for 
those  institutions,  which  is  the  vast  majority  of  those  institutions, 
that  are  well-capitalized,  then  there  would  be  no  need  for  the  Fed- 
eral Banking  Commission  to  be  there  at  all. 

The  State  examiners  could  take  care  of  it,  and  there  would  be  no 
duplication  of  Federal  and  State  activity.  For  the  larger  banks 

Senator  Bond.  So  the  Fed — under  what  conditions  would  the 
FBC  not  regulate  State-chartered  banks? 

Mr.  Newman.  Let  me  step  back.  The  current  custom  is  for  the 
very  largest  institutions,  the  State  bank  supervisors  and  the  Fed- 
eral regulator  go  in  jointly.  For  the  remainder,  they  typically  alter- 
nate years. 

What  we're  proposing  here  is  that  the  customs  stay  the  same  for 
the  largest  institutions.  For  the  medium-sized  institutions,  the  al- 
ternation would  continue.  For  the  institutions  below  $250  million, 
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as  long  as  the  State  wanted  to  have  the  sole  responsibility  and  had 
been  certified  and  as  long  as  those  institutions  were  well-capital- 
ized, which  is  thousands  and  thousands  of  institutions,  then  the 
State  alone  could  take  care  of  those  institutions  without  inter- 
ference from  the  Federal  Banking  Commission. 

Senator  Bond.  Is  there  any  difference  in  the  impact  of  regula- 
tions under  the  Federal  Reserve  proposal  which  would  make  the  di- 
viding line  based  on  the  chartering  agency  of  the  lead  bank  or  bank 
holding  company,  or  any  difference  in  the  savings  that  you  would 
assume  from  regulatory  consolidation? 

Mr.  Newman.  To  the  best  of  my  knowledge,  the  Federal  Reserve 
has  not  included,  in  their  proposal  that's  been  discussed  publicly, 
this  kind  of  a  delegation  to  the  State  authorities  for  the  smaller  in- 
stitutions. 

Clearly,  there  would  be  some  improvement  in  efficiency  if  we 
take  any  of  these  steps.  But  to  have  two  full-scale  regulatory  and 
supervisory  authorities  would  miss  an  awful  lot  of  the  potential  ef- 
ficiencies. For  example,  under  the  Federal  Reserve's  proposal,  they 
would  regulate  thrifts  that  happened  to  be  subsidiaries  of  the  hold- 
ing companies  that  they  were  supervising. 

The  Fed  has  never  supervised  thrifts,  has  no  experience,  and  has 
no  staff  with  thrift  expertise.  We  would  be  forced  to  build  up  a  new 
duplicate  set  of  thrift  expertise  at  a  time  when  we're  already  hav- 
ing difficulty  in  the  OTS  maintaining  a  sufficient  core  of  expertise. 
It  just  doesn't  make  sense.  Senator. 

Senator  Bond.  Mr.  Secretary,  Mr.  Newman,  Mr.  Chairman,  I  ap- 
preciate your  indulgence  as  we  went  through  that  exercise  and  I 
thank  you  very  much  for  allowing  me  the  time. 

The  Chairman.  We'll  give  you  as  much  time  as  you  need.  I  think 
it's  important  that  we  take  these  issues  one  by  one. 

Let  me  ask  you.  Secretary  Bentsen,  I  think  it's  important  we 
have  on  the  record  your  response  to  the  argument  that  if  we  create 
a  new  regulatory  agency  of  this  kind,  that  it  could  become  politi- 
cized by  whoever  happened  to  be  President  of  the  United  States. 
Can  you  address  why  you  do  not  see  this  as  a  concern? 

Secretary  Bentsen.  Yes.  The  FBC  will  be  governed  by  a  five- 
member  board  consisting  of  a  chairperson  appointed  by  the  Presi- 
dent, confirmed  by  the  Senate,  the  Secretary  of  the  Treasury  or  his 
designee,  a  member  of  the  Federal  Reserve  Board,  and  two  inde- 
pendent members  appointed  by  the  President  and  confirmed  by  the 
Senate. 

Board  members  will  have  staggered  terms.  Both  major  political 
parties  will  be  represented  on  the  Commission.  At  least  one  mem- 
ber appointed  by  the  President  will  have  State  bank  or  thrift  regu- 
latory experience.  The  chair  and  other  appointed  members  of  the 
FBC  can  only  be  removed  by  the  President  for  specified  cause. 

At  present,  the  members  of  the  FDIC  and  Fed  Boards  and  the 
heads  of  the  OCC  and  the  OTS,  are  all  selected  by  the  President. 

The  FBC  will  not  expand  the  number  of  politically  appointed  su- 
pervisors. 

Under  the  current  system,  both  the  OTS  and  the  OCC,  which  be- 
tween them  supervise  over  60  percent  of  all  insured  depository  in- 
stitution assets,  are  bureaus  of  the  Treasury  Department. 
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The  new  FBC  will  be  independent  of  the  Treasury.  Thus,  Treas- 
ury will  give  up  supervisory  authority  over  the  banking  system 
under  the  Administration's  plan. 

The  Chairman.  Let  me  move  to  a  different  area  that  I  think  we 
also  need  to  deal  with,  and  that's  the  issue  of  charter-flipping. 

As  you  know,  one  major  contributing  factor  in  the  thrift  debacle 
was  inadequate  State  oversight  of  thrifts  that  were  granted  ex- 
panded powers  under  State  laws.  In  fact,  70  percent  of  the  losses 
in  the  entire  system  came  from  just  two  States  through  their  State- 
chartered  institutions. 

I'm  wondering  how  your  proposal  safeguards  against  the  occur- 
rence of  federally-chartered  institutions  flipping  to  State  charters 
for  the  purpose  of  avoiding  effective  regulation. 

The  Chairman.  Mr.  Newman,  do  you  want  to  answer  that? 

Mr.  Newman.  Mr.  Chairman,  the  basic  idea  that  an  institution 
could  change  its  charter  from  national  to  State  or  State  to  national 
would  still  stay  in  place  under  this  proposal.  That  fundamental  as- 
pect of  the  dual  banking  system  would  still  stay  in  place. 

There  would  no  longer  be  a  different  Federal  regulator,  depend- 
ing on  whether  it  was  a  State  or  national  charter.  And,  therefore, 
if  there  were  ever  a  situation  under  which  a  bank  or  a  thrift  want- 
ed to  escape,  if  you  will,  thorough  implementation  of  regulation  by 
seeking  to  get  to  a  Federal  regulator  that  it  thought  was  more  le- 
nient, that  opportunity  would  no  longer  exist. 

So,  as  I  mentioned,  thousands  and  thousands  of  smaller  State  in- 
stitutions would  not  be  necessarily  involved  with  any  Federal  regu- 
lator at  all.  If,  in  fact,  they  fell  below  being  well-capitalized,  the 
Federal  regulator  would  be  prepared  to  step  in. 

The  Chairman.  I  want  to  pose  two  other  questions  here  and  get 
to  Senator  Domenici  as  well. 

I  think  it's  important,  for  the  record,  to  know  how  the  structure 
of  your  proposal  would  avoid  replicating  the  problems  that  we  saw 
in  the  Federal  Home  Loan  Bank  System  in  its  regulation  of  the 
thrift  industry. 

Secretary  Bentsen.  I  think  there's  a  huge  difference.  I  think  one 
of  the  reasons  is  that  the  old  Bank  Board  had  sharply  conflicting 
mandates  responsible  for  promoting  the  thrift  industry,  supervising 
thrifts,  and  running  the  insurance  fund. 

The  Administration  proposal  avoids  those  kind  of  conflicts.  In 
fact,  the  Administration's  proposal  will,  for  the  first  time,  eliminate 
conflicting  mandates  from  banking  regulation  by  separating  the 
core  banking  functions  of  supervision,  deposit  insurance,  and  mone- 
tary policy  into  separate  agencies. 

Second,  the  Bank  Board  regulated  only  thrifts.  As  the  thrift  in- 
dustry got  into  trouble,  the  Bank  Board  had  incentives  to  prop  up 
that  industry,  to  stretch  the  rules.  The  Federal  Banking  Commis- 
sion would  regulate  a  variety  of  institutions  and  would  not  be  de- 
pendent on  any  one  type. 

I  think  here's  another  one  that's  a  serious  problem  for  us. 

The  Bank  Board  relied  on  regional  Federal  home  loan  banks  to 
conduct  the  examinations  and  those  regional  banks  were  in  turn 
run  by  presidents  and  boards  of  directors  appointed  by  the  local 
thrift  industry,  the  same  industry  that  the  examiners  were  super- 
vising. 
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The  conflicts  of  interest  were  serious,  indeed. 

The  Chairman.  Let  me,  finally,  ask  this.  Senator  D'Amato,  you'll 
be  particularly  interested  in  this. 

I'm  wondering  what  the  process  is  that  you  envision  now  for 
bridging  the  gap  between  the  proposal  that  I've  introduced  with 
Senator  D'Amato,  the  Administration's  proposal,  and  what  the  Fed- 
eral Reserve  has  put  forward,  recognizing,  I'll  say  it  one  more  time, 
time  is  very  much  of  the  essence.  What  process  do  you  envision  in 
terms  of  how  we  move  forward  from  this  point? 

Secretary  Bentsen.  Mr.  Chairman,  I  think  we  have  moved  a 
long  way.  As  I  stated  earlier,  we  made  a  proposal.  We  had  a  pro- 
posal by  one  of  the  Governors  of  the  Federal  Reserve,  which  some 
thought  might  be  the  Federal  Reserve's  answer,  which  expanded 
their  authority  substantially. 

In  this  situation,  I  think  I'm  probably  the  only  Secretary  of  the 
Treasury  in  history  that  has  given  up  this  much  turf.  We've  got  62 
percent  of  the  assets  of  thrifts  and  banks  that  have  been  under  the 
jurisdiction  of  Treasury,  and  that  will  no  longer  be  the  case.  That 
will  be  turned  over  to  an  independent  agency. 

The  problem  I've  got  is  we  listened  to  all  of  these  concerns,  and 
we  then  fleshed  this  out  trying  to  take  care  of  some  of  the  things 
that  Members  of  this  Committee  had  said  to  us  before,  and  that 
the  Federal  Reserve  has  stated.  So,  I'm  in  a  position  now  where 
we'd  be  bidding  against  ourselves.  We  have  moved  and  we  pre- 
sented this. 

The  Chairman.  Senator  D'Amato,  Senator  Domenici  has  arrived. 
Let  me  yield  to  you  and  let  you  yield  to  the  Senator. 

Senator  D'Amato.  Mr.  Chairman,  I  yield  to  Senator  Domenici. 

OPENING  COMMENTS  OF  SENATOR  PETE  V.  DOMENICI 

Senator  Domenici.  First,  let  me  thank  you  for  that. 

I'd  speak  for  the  record  that  I  couldn't  get  here  any  earlier  be- 
cause we're  trying  to  reform  this  system,  Mr.  Secretary,  where  you 
don't  have  three  meetings  at  the  same  time.  But  we  haven't  gotten 
there  yet. 

Secretary  Bentsen.  That  will  be  the  day. 

Senator  Domenici.  The  more  we  try,  the  more  Senators  say,  let's 
leave  it  like  it  is. 

I  want  to  thank  you  for  your  consideration  in  personally  calling 
me  regarding  this  matter  and  then  sending  Mr.  Newman  up  to  dis- 
cuss the  matter  with  me.  I'm  not  sure  I  had  enough  time  for  you, 
Mr.  Newman,  but  I  did  learn  your  view  and  I  must  say,  I  also  had 
Chairman  Greenspan  up  and  I  learned  his  view. 

Mr.  Newman.  I  appreciate  vour  time.  Senator. 

Senator  Domenici.  I  have  four  questions. 

A  lot  of  us  have  theoretically  said,  why  do  we  have  this  dual 
bank  system?  Academicians  and  people  who  teach  banking  are  al- 
ways talking  about  the  duplication  of  the  dual  banking  system, 
which  kind  of  grew  up  accidentally.  But,  frankly,  I  think  it  turns 
out  to  be  pretty  much  a  strength  of  the  system  that  we  have  State 
charters  and  we  have  Federal  charters  of  one  sort  or  another. 

First  of  all,  I  think  of  our  bankers,  in  my  little  State.  There  are 
a  lot  of  independents.  They're  against  this  approach  and  I  think  it's 
because  they  think  it  threatens  the  dual  banking  system.  And, 
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frankly,  if  it  did,  I  would  be  in  their  shoes.  I  would  join  them,  I 
would  think  they're  right. 

Can  you  tell  us,  how  do  we  dispel  this?  What  do  we  do  to  try  to 
get  the  point  across,  that  it's  not  endangering  the  dual  banking 
system? 

Secretary  BEhfTSEN.  Senator,  I  think  you  made  a  very  valid  point. 
I  don't  think  that  we've  got  the  message  out  to  them  sufficiently 
and  I  think  there's  a  great  deal  of  misunderstanding.  It's  my  hope 
that  as  a  result  of  this  hearing,  and  the  media  covering  it,  that 
we'll  be  able  to  dispel  that  kind  of  idea. 

Let  me  state,  the  dual  banking  system  is  an  important  part  of 
our  banking  tradition,  and  it  should  remain  so.  I  would  not  be  here 
if  I  thought  that  that  was  being  destroyed  or  imposed  on. 

Our  proposal  will  not  affect  the  dual  banking  system.  Our  pro- 
posal will  not  give  the  Federal  Government  any  additional  author- 
ity over  State  banks  or  State  regulators.  The  proposal  must  and 
will  preserve  the  51  different  testing  grounds  that  State  regulators 
provide  for  new  ideas.  The  States  will  continue  to  be  the  primary 
regulators  of  banks  that  they  charter. 

The  Federal  regulators  will  continue  to  be  able  to  rely  on  State 
examinations  in  alternate  years,  as  under  the  current  law.  And, 
under  current  law,  the  FDIC  will  be  the  only  Federal  agency  with 
authority  to  restrict  the  activities  of  State  banks.  That's  the  law 
now. 

The  Federal  Banking  Commission  will  establish  a  system  for  cer- 
tifying State  banking  departments.  It  will  then  place  increased  reli- 
ance on  examinations  from  those  States.  The  Commission,  gen- 
erally, will  not  duplicate  examinations  of  small,  well-capitalized 
State  banks  conducted  by  certified  State  agencies.  Under  this  ap- 
proach, almost  60  percent  of  all  State  banks  will  probably  be  exam- 
ined only  by  the  State  regulators. 

The  other  point  that  we  made  before  you  arrived  here,  insofar  as 
what  we  charge  in  the  way  of  fees  on  State  banks,  we  excluded 
those  under  $1  billion  in  assets. 

Mr.  Newman.  Excuse  me.  Senator.  One  of  the  things  that  we 
tried  to  listen  to  carefully,  as  some  of  the  State  bank  supervisors 
themselves  suggested,  is  that  it  would  be  helpful  to  have  someone 
on  the  board  who  understood  the  perspective  of  State  banks. 

We  thought  about  that,  and  we  tried  to  listen,  as  we  said,  to  good 
thoughts  from  a  variety  of  different  sources  and  agreed  that  that 
was  a  good  idea.  So  our  proposal  does  call  for  one  of  the  independ- 
ent members  to  be  somebody  who  either  is  a  State  bank  supervisor 
at  the  moment  or  has  been  a  State  bank  supervisor,  to  bring  that 
perspective. 

All  of  the  things  that  Secretary  Bentsen  just  mentioned,  as  well 
as  this  point,  are  all  new  and  being  proposed  really  just  today. 

Senator  Domenici.  Let  me  then  move  to  Chairman  Alan  Green- 
span, and  honestly  say  to  you  that,  from  what  I  was  able  to  glean 
from  the  chairman,  it  seems  that  the  chairman  thinks  that  the  new 
role  of  the  Federal  Reserve  and  how  the  Fed  will  be  able  to  respond 
in  a  crisis,  is  substantially  changed. 

According  to  the  chairman,  if  regulatory  consolidation  reduces 
the  Fed's  banking  regulatory  responsibility,  the  Fed  will  not  be 
able  to  adequately  respond  to  crises  in  the  financial  markets. 


40 

In  talking  to  me,  the  chairman  gave  a  number  of  instances  in  the 
past  when  he  beHeved  the  abihty  of  the  Fed  to  respond  to  financial 
crises  was  predicated  upon  hands-on  regulatory  information  from 
the  banks,  including  some  of  the  small  hanks  that  they  had.  I'm 
sure  he  has  given  you  the  same  information  as  he  gave  me. 

How  will  this  proposal  affect  the  Fed's  ability  to  respond  to  a  cri- 
sis in  the  banking  industry?  Is  it  going  to  diminish  their  effective- 
ness in  this  area? 

I  assume  you're  going  to  say,  no.  Anybody  who  would  say,  yes, 
obviously,  would  be  against  the  proposal.  But  why  is  it  that  the 
chairman  and  the  Federal  Reserve  are  so  concerned  about  this?  I 
don't  believe  they're  imagining  things.  I  think  they  did  gain  some 
ability  to  face  crises  by  knowing  precisely  what  was  going  on.  They 
even  call  bankers  during  crises.  Could  you  just  tell  us  your  version? 

Secretary  Bentsen.  Yes.  They  do  not  need  direct  supervision  to 
handle  systemic  crisis. 

I  spent  the  weekend  in  Germany  at  the  G-7  meeting  with  central 
bankers  and  with  Finance  Ministers.  I  visited  with  the 
Bundesbank,  which  is  one  of  the  pre-eminent  central  bankers  of 
Europe.  They  do  not  have  examinations.  They  do  not  have  the  au- 
thority for  examinations  and  they  don't  want  it,  and  stated  that  to 
me. 

Let  me  also  say  that  banks  no  longer  dominate  the  financial  sec- 
tor. Banks  hold  only  about  one-third  of  financial  institution  assets. 
Banks'  share  of  financial  institutions'  assets  have  been  dropping  for 
two  generations.  The  Fed,  therefore,  must  focus  on  markets,  rather 
than  just  banks. 

Many  of  the  recent  crises  in  the  financial  markets  were  not  trig- 
gered by  banks.  The  Fed  was  able  to  handle  the  1987  stock  market 
crash,  the  Penn  Central  Railroad  bankruptcy,  and  the  Ohio  thrift 
crisis  of  the  early  1980's,  without  any  direct  supervisory  role  in 
those  industries. 

Recent  statutory  changes,  namely  FDICIA,  have  further  reduced 
the  likelihood  that  banks  will  trigger  a  crisis. 

Now  the  Fed  uses  the  discount  window,  uses  lending,  not  bank- 
ing regulations,  to  battle  systemic  crisis.  And  that  proposal  will  not 
affect  the  Fed's  discount  window  authority.  Will  not. 

Mr.  Newman.  Senator,  let  me  just  add  a  little  bit  of  perspective 
because  during  some  of  these  periods  of  time,  for  example,  the  1987 
stock  crash,  I  was  then  the  chief  financial  officer  of  the  second  larg- 
est bank  in  the  country  and  very  much  involved  with  what  was 
going  on. 

As  Secretary  Bentsen  just  said,  the  primary  role  of  the  Fed,  as 
far  as  I  could  see  it  at  that  time,  was  providing  liquidity  for  the 
system  as  a  whole,  being  prepared  to  operate  at  the  discount  win- 
dow, which  is  done  on  a  collateralized  basis  and  is  done  to  a  wide 
variety  of  banks,  including  those  that  are  not  under  the  Fed's  di- 
rect supervision. 

The  Fed  actually  supervises  directly  only  15  percent  of  the  assets 
and,  actually,  only  5  out  of  the  top  20  banks  that  are  most  involved 
in  major  activities. 

In  many  ways,  I  actually  believe  that  our  proposal  would  en- 
hance the  Fed's  ability  to  do  whatever  it  needs  to  do  during  a  sys- 
temic crisis  as  part  of  a  team  of  people  dealing  with  the  system  oe- 
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cause  they  would  actually  be  involved  in  10  out  of  the  20,  rather 
than  just  5  out  of  the  20,  on  an  active  basis  and  would  have  backup 
authority  over  all  20  of  the  top  banks  where  they  actually  have  au- 
thority right  now  only  in  5  out  of  the  20. 

Senator  Domenici.  My  time  is  up  and  both  Senator  D'Amato  and 
I  have  to  go  to  a  Republican  Ranking  Members  meeting.  I  want  to 
just  say  to  Secretary  Bentsen,  in  your  prepared  remarks,  you  al- 
luded to  administrative  cost  savings  that  could  occur  under  this 
form  to  the  banking  industry,  presumably  even  the  small  ones. 

Secretary  BE^^^SEN.  I  also  said  in  there,  I  don't  know  if  it's  5  or 
25  percent  insofar  as  the  banking  industry  itself. 

Senator  Domenici.  Right. 

Secretary  Bentsen.  But  I  took  the  report  of  one  of  the  governors 
and  his  evaluation  as  to  what  it  could  be. 

Senator  Domenici.  The  point  I  make,  though,  is  that  one  of  the 
complaints  the  bankers,  especially  small  ones,  have,  and  I'm  sure 
when  you  were  running  for  office,  you  heard  the  same  thing  I've 
heard.  I've  gone  to  a  small  community  and  in  one  case,  the  banker 
met  me  at  a  meeting  and  he  handed  me  a  box,  a  cardboard  box. 

I  said,  what's  that?  He  said,  well,  it's  a  present.  I  said,  what  kind 
of  a  present? 

I  thought  you  might  want  to  review  what  this  little  bank  with 

II  people  has  to  go  through  with  reference  to  regulatory  applica- 
tions and  the  like.  This  is  the  one  due  in  the  first  quarter  of  the 
year.  The  box  was  this  big.  The  statement  was  I  have  to  keep  one 
person  almost  full-time  because  I  have  no  other  source  of  expertise. 

I  gather  that  all  of  this  is  being  done  to  make  the  banks  even 
more  efficient  so  they  don't  have  to  waste  all  that  time. 

Secretary  Bentsen.  It  certainly  is  one  of  the  major  objectives,  to 
get  rid  of  the  conflicting  regulations  and  overregulation  and  dupli- 
cative regulation  to  cut  the  cost. 

Senator  Domenici.  The  point  that  worries  me  is,  while  we're  say- 
ing we're  going  to  try  to  save  administrative  costs,  the  OCC  hiked 
fees  3  percent  in  January. 

Secretary  Bentsen.  The  what? 

Senator  Domenici.  The  OCC  hiked  fees  3  percent  in  January, 
even  where  we  had  competition  for  services.  That's  what  I'm  led  to 
believe.  Is  that  correct,  Mr.  Chairman? 

The  Chairman.  Let's  inquire. 

Mr.  Newman.  Senator,  the  problem  of  keeping  up  with  the  costs 
of  regulation,  as  some  of  the  requirements  of  recent  legislation 
have  come  into  play,  have  caused  increases  in  fees.  I  think  that's 
all  the  more  reason  why  we  need  to  take  steps  to  try  to  reduce  the 
costs,  rather  than  let  them  continually  increase. 

Senator  Domenici.  Thank  you  very  much. 

The  Chairman.  Senator  Domenici,  one  of  the  interesting  issues 
that  we  were  discussing  before  you  arrived,  is  that  these  agencies 
have  to  cover  their  costs.  They've  got  to  cover  these  costs  by  charg- 
ing examination  fees.  The  Federal  Reserve,  interestingly,  doesn't  do 
that.  They  don't  charge. 

So  the  question  is  who  pays  that  bill?  Well,  we  know  who  pays 
that  bill  through  the  Budget  Committee.  The  irony  of  the  situation 
is,  the  more  supervision  you  give  the  Fed,  while  they're  not  charg- 
ing the  fees,  the  more  that  you,  in  a  sense,  increase  the  operating 
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offsets  to  the  Fed's  revenue  and  the  amount  of  money  coming  back 
into  the  Treasury. 

We  can  end  up  driving  up  the  deficit  by  increasing  the  super- 
visory and  examination  authority  of  the  Fed. 

We  think  we've  found  a  good  solution  to  this  problem  by  decreas- 
ing the  cost  of  regulation  by  eliminating  duplication.  When  you 
have  three  different  sets  of  regulators  all  in  the  same  institution 
on  the  same  day,  all  that  cost  has  to  be  borne  in  the  end  by  cus- 
tomers of  banks  and  shareholders  of  banks  and  so  forth. 

We'd  like  to  get  the  cost  down,  and  keep  the  regulation  rational 
and  sensible,  because  the  people  that  are  getting  regulated  pay 
that  bill,  so  we  don't  end  up  passing  it  off  on  the  taxpayers  when 
we  shouldn't. 

Senator  DOMENICI.  Everything  else  in  the  wake  of  this  Constitu- 
tional amendment  debate  is  spoken  of  as  something  that  we  just 
can't  do,  right? 

The  Chairman.  Right. 

Senator  DOMENICI.  We've  got  so  many  can-dos,  that  clearly,  one 
ought  to  vote  for  the  Constitutional  amendment  just  on  that  basis. 
If  we  can't  do  anything,  we  ought  to  try  something  else. 

That's  what  I'm  going  to  say  with  a  few  more  facts  behind  it.  But 
at  least  this  one  that  you  allude  to,  nobody  is  saying  that  we  can't 
fix  that  policy. 

The  Chairman.  That's  right. 

Senator  DoMENlci.  That's  a  few  million  dollars  a  year,  anyway. 
That's  pretty  good. 

Thank  you,  Mr.  Secretary,  for  your  graciousness  in  my  office  in 
that  regard. 

The  Chairman.  Mr.  Secretary,  one  other  question  I  wanted  to 
have  on  the  record.  Is  there,  in  your  estimation,  any  reason  why 
the  Fed  has  to  be  conducting  day-to-day  bank  examinations  in 
order  to  conduct  monetary  policy?  Because  the  Bundesbank  in  Grer- 
many,  as  I  understand  it,  does  the  monetary  policy  but  does  not  do 
day-to-day,  hands-on  bank  exams. 

If  we  make  this  change  that  you're  speaking  about,  isn't  it  fair 
to  say  that  this  will  not  impair,  in  any  way,  the  ability  of  the  Fed 
to  conduct  monetary  policy. 

Secretary  Bentsen.  Absolutely  not.  And  I  don't  want  to  impair 
it  in  any  way. 

The  Chairman.  Nor  do  I. 

Secretary  Bentsen.  I  have  a  great  respect  for  the  Federal  Re- 
serve, and  I  sure  want  them  to  continue  to  be  independent  and  con- 
duct the  monetary  policy  for  our  country.  I  feel  that  very  strongly. 

The  Chairman.  I  think  that's  another  one  of  those  false  argu- 
ments. I  think  monetary  policy  will  in  fact  be  strengthened.  The 
Fed's  ability  to  conduct  it  will  be  strengthened  under  the  proposal 
you  put  on  the  table  today  because  you've  actually  given  them  a 
better  way  to  monitor  what's  going  on  in  the  system. 

One  of  the  most  important  revelations  today,  and  I  hope  it  isn't 
lost,  is  the  present  limitation  on  the  Fed's  bank  supervisory  role. 
I  believe  it  has  been  misportrayed  as  larger  than,  in  fact,  we  find 
it  to  be  when  you  get  right  down  and  look  at  the  bulk  of  financial 
assets  in  this  country  and  who's  performing  basic  regulatory  func- 
tions. 
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What  the  Fed  has  done  is  created  a  picture  that  they  are,  in  a 
very  overarching  way,  looking  after  the  banking  supervisory  needs 
of  the  country  when,  in  fact,  they  have  far  and  away  a  smaller 
share  that  they  are  responsible  for  in  that  area  than  do  other  regu- 
lators. 

And  so,  that  misconception  is  a  very  important  one  to  clear  up 
because  what  we're  talking  about  are  changes  on  the  margin  in 
terms  of  supervision.  I  think  what  you've  actually  done  is  increase 
the  ability  of  the  Fed  to  be  able  to  be  an  effective  monitor  in  those 
areas  where  it  needs  to  be  from  the  point  of  view  of  systemic  risk 
and  the  payment  system. 

Mr.  Newman,  would  you  agree  with  that? 

Mr.  Newman.  Absolutely,  Mr.  Chairman.  The  connection  between 
monetary  policy  and  bank  supervision  is  a  tenuous  one  in  the  first 
place.  And,  as  Secretary  Bentsen  mentioned  before,  it's  not  the  cus- 
tom in  most  countries  around  the  world.  Some  very  responsible 
central  banks  feel  they  can  conduct  their  monetary  policy  fully 
without  having  bank  supervisory  and  examination  responsibilities. 

If  anything,  our  proposal  will  give  the  Fed  a  little  bit  more  infor- 
mation about  what's  going  on  in  the  major  banks  in  a  closer  way. 
But  even  then,  that  is  only  a  small  portion  of  what  the  Fed  needs 
to  look  at  in  conducting  its  monetary  policy.  It  needs  a  far,  far 
broader  picture  of  what's  going  on,  which  it  obtains  from  many, 
many  different  sources. 

The  Chairman.  I  think  that's  clear.  We  conduct  oversight  of  the 
Fed  in  this  Committee,  as  you  know.  We've  had  the  Federal  Re- 
serve in  any  number  of  times.  Of  course,  when  they  go  through 
their  analysis  and  it  relates  to  monetary  policy,  it  covers  a  much 
wider  universe. 

Mr.  Newman.  That's  right. 

The  Chairman.  They  would  have  access  to  any  records  that  they 
need.  They're  absolutely  unrestricted  in  terms  of  their  ability  to  get 
their  hands  on  any  data.  So,  if  we  want  to  talk  about  banking  data, 
they  can  reach  that. 

This  is  not  an  impairment  of  the  Fed.  What  it  comes  down  to  is 
a  bureaucratic  issue  as  to  how  many  people  are  going  to  be  on 
whose  payroll. 

I  must  say,  as  I've  read  some  of  the  comments  from  Mr.  La  Ware 
on  this  subject,  I  hear  the  echo  that  I  heard  other  times  of  estab- 
lished bureaucracies  and  bureaucrats  who  take  the  notion  of  hav- 
ing to  streamline  or  consolidate  as  an  assault,  a  personal  assault. 

But  it  isn't  that  at  all.  And  in  this  day  and  age,  there  isn't  any 
institution  of  Government  that  is  beyond  this  kind  of  important 
self-examination. 

I  think  you've  made  a  very  substantial  accommodation  to  the  is- 
sues that  they  have  raised.  And,  in  all  due  respect,  we  don't  have 
any  perfect  bank  regulatory  agencies.  We  spent  a  lot  of  time  in 
here  on  BCCI,  which  was  an  area  under  the  jurisdiction  of  the  Fed. 
Somehow  or  another,  as  large  as  that  was,  they  didn't  seem  to  be 
able  to  catch  it,  at  least  not  for  a  long  period  of  time. 

The  whole  question  of  the  efficacy  of  any  one  regulatory  agency, 
I  think,  is  always  a  fair  question. 
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In  any  event,  you've  put  a  good  proposal  on  the  table.  It  makes 
sense.  I  think  it  will  stand  the  test  of  time  in  terms  of  giving  us 
some  positive  gains  and  avoid  negative  consequences. 

I  think  we  don't  want  to  be — this  isn't  a  drive  for  change  just  in 
the  name  of  reshuffling  responsibilities  or  even,  "just  efficiency," 
per  se. 

We  want  a  stronger  system.  We  want  to  prevent  the  possible 
problems  of  the  future  by  learning  our  lessons  from  the  past.  I 
thought  your  point  today,  Mr.  Newman,  about  the  things  that  fall 
between  these  competing  jurisdictions,  and  derivatives,  to  me,  is 
one  very  key  element  of  that,  is  a  very  major  point. 

Part  of  our  responsibility  is  to  avoid  problems  in  the  future  that 
can  come  out  of  this  regulatory  overlap  and  gaps  in  the  system. 

I  can  understand  why  established  bureaucracies  will  fight  tooth 
and  nail:  Their  view  is  very  limited,  they  only  really  see  their  own 
turf  and  their  own  situation. 

We  have  to  expect  more  of  that  in  this  situation  because  the 
stakes  are  far  higher  than  that. 

I  hope  that  when  the  Fed  comes  in  tomorrow,  they'll  show  some 
awareness  and  sensitivity  to  that  issue.  This  proposal  will 
strengthen  the  Fed  and,  more  importantly,  it  will  strengthen  our 
financial  system  and  our  ability  to  monitor  it  properly,  and  for 
that,  you're  to  be  greatly  congratulated. 

Secretary  Bentsen.  Thank  you  very  much. 

The  Chairman.  I  thank  you  both. 

The  Committee  stands  in  recess. 

[Whereupon,  at  12:45  p.m.,  the  Committee  was  recessed.] 

[Prepared  statements,  response  to  written  questions,  and  addi- 
tional material  supplied  for  the  record  follow:] 
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PREPARED  STATEMENT  OF  SENATOR  CHRISTOPHER  J.  IX)DD 

Thank  you  Mr.  Chairman.  I  know  how  strongly  you  feel  about  this  issue  and  Fm 
looking  forward  to  working  with  you  to  pass  a  regulatory  consolidation  proposal  of 
some  kind  this  year. 

As  we  begin  this  series  of  hearings,  I  want  to  stress  one  point  in  particular.  While 
there  may  be  large  differences  on  now  much  consolidation  is  necessary — some  say 
one  regulator  is  best,  others  say  two  or  three  will  do — I  think  almost  all  of  us  can 
agree  on  one  thing:  Whether  we  streamline  the  current,  inefficient  four-regulator 
system  is  not  an  open  question.  The  end  result  of  the  process  we're  beginning  today 
cannot  be  maintenance  of  the  status  quo.  Some  substantial  consolidation  must 
occur. 

I  emphasize  this  point  because  there  continues  to  be  great  polarization  on  the  con- 
solidation issue.  I  believe  we  can  find  a  compromise  but  we  nave  a  long  way  to  go. 
All  parties  must  come  to  the  table.  The  war  of  words  needs  to  end,  and  the  consen- 
sus Duilding  needs  to  begin. 

There  is  no  shortage  of  ideas  to  work  with.  Since  the  late  1930's  numerous  studies 
and  proposals  have  been  made.  Every  few  years  since,  this  issue  has  been  reexam- 
ined. By  now,  there  is  a  mountain  of  material  to  draw  from. 

In  the  coming  weeks,  I  will  offer  my  own  suggestions  on  how  I  believe  we  can 
structure  the  system.  As  you  know,  I  have  stated  some  concerns  about  a  single  regu- 
lator. I  believe  we  can  build  a  two  regulator  system  that  will  address  everyone's  in- 
terests without  the  politicization  and  disruption  that  would  result  from  a  single  reg- 
ulator. 

However,  in  the  end,  I  doubt  the  idea  of  any  one  person  or  organization  will  pre- 
vail. No  side  will  get  everything  it  wants.  There  will  be  compromise.  But  we  will 
pass  a  proposal. 

Secretary  Bentsen,  I  know  you  too  have  strong  feelings  about  the  issue  of  regu- 
latory consolidation  and  have  examined  it  closely.  I  look  forward  to  your  comments 
today  and  to  working  with  you  in  the  coming  weeks. 


PREPARED  STATEMENT  OF  SENATOR  ALFONSE  M.  D'AMATO 

Secretary  Bentsen,  thank  vou  for  appearing  today  to  testify  about  an  important 
issue  of  mutual  concern  involving  the  oank  regulatory  structure.  Before  the  nearing 
starts,  I  want  to  make  a  statement  on  a  related  subject — the  threat  to  the  integrity 
of  the  RTC's  investigation  into  Madison  Guaranty  and  the  need  to  ensure  the  inde- 
pendence of  financial  regulators. 

Last  Thursday,  Deputy  Treasury  Secretary  Altman  testified  that  he  initiated  a 
meeting  with  top  White  House  legal  and  political  advisors  to  discuss  the  RTC's  in- 
vestigation into  Madison.  The  list  of  participants  reads  like  a  political  "who's  who" 
of  the  Clinton  Administration:  Deputy  Treasuiy  Secretary,  Roger  Altman;  Treasury 
General  Counsel,  Jean  Hanson;  White  House  Counsel,  Bernard  Nussbaum;  Deputy 
Chief  of  Staff,  Harold  Ickes;  and  Hillary  Clinton's  Chief  of  Staff,  Margaret  Williams. 

Mr.  Altman  asked  the  Committee  to  believe  that  the  White  House  ^eads-up"  was 
limited  to  RTC  procedures.  On  Friday,  White  House  Press  Secretary,  Dee  Dee  Mey- 
ers, claimed  that  the  meeting  was  "strictly  a  procedural  briefing,"  and  suggested 
that  it  was  along  the  lines  of  what  was  made  available  to  Congress  and  the  press. 

Mr.  Chairman,  it  seems  that  the  White  House's  spin-control  specialists  have  lost 
their  equilibrium  and  are  spinning  out  of  control.  Frankly,  Mr.  Chairman,  I  have 
difficulty  accepting  Mr.  Altman's  testimony  and  the  White  House  reaction.  It  flies 
in  the  face  of  common  sense.  The  current  story  about  the  meeting  has  a  fairy  tale 

?[uality  to  it.  I  believe  the  meeting  was  improper  and  it  undermines  public  con- 
idence  in  the  fairness  and  impartiality  of  any  RTC  investigation. 

Mr.  Chairman,  I  spent  weeks  trying  to  obtain  this  very  information  from  the  RTC. 
We  received  it  only  afler  you  interceded.  I  was  never  offered  a  briefing  from  Treas- 
ury or  RTC  officials.  To  my  knowledge,  there  were  no  congressional  oriefings.  All 
Congress  received  was  a  two  paragraph  letter  that  I  regard  as  the  bureaucratic 
equivalent  of  tarot  cards.  For  anyone  to  claim  that  the  RTC  gave  us  a  briefing  is 
totally  ridiculous. 

The  Democrats  continue  to  stomp  their  feet  about  the  need  to  protect  the  integrity 
of  the  Special  Counsel's  investigation.  I  reject  the  charge  that  oversight  by  Congress 
will  automatically  jeopardize  the  efforts  of  the  RTC  or  the  Special  Counsel.  That  is 
nonsense.  Recent  disclosures  have  driven  home  just  how  meaningless  these  charges 
are.  It  is  exactly  the  opposite.  Only  through  congressional  hearings  did  the  Commit- 
tee learn  of  a  real  threat  to  the  integrity  of  the  KTC's  investigation — the  possibility 
of  White  House  interference.  The  source  of  the  threat  is  not  congressional  inquiry, 
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but  high-level,  ofT-the-record  "heads-up"  meetings  between  top  Administration  offi- 
cials and  White  House  legal  and  political  experts. 

Mr.  Chairman,  only  continued  congressional  oversight  can  provide  assurances  to 
the  American  people  that  investigations  will  not  be  compromised.  Independent  agen- 
cies Trust  be  independent — and  Congress  must  make  sure  that  they  are  allowed  to 
operate  independently. 

In  light  of  last  weeks'  shocking  revelations,  I  believe  the  Senate  BankingCommit- 
tee  should  convene  a  fact-finding  hearing  into  the  White  House  meeting.  The  Amer- 
ican people  and  Congress  have  the  right  to  know  the  "who's,  why's,  what's,  and 
where's"  of  this  meeting.  Again,  we  are  just  looking  for  the  facts  and  for  answers 
to  troublesome  questions  raised  by  Mr.  Altman's  apparent  lapse  of  judgment. 

Here  are  a  few: 

•  Why  does  White  House  Counsel  Mr.  Nussbaum  need  to  be  briefed  on  the  RTC's 
investigation  of  Madison?  This  investigation  does  not  touch  upon  the  President  in 
his  official  capacity.  Is  Mr.  Nussbaum  operating  well  beyond  the  scope  of  his  ofli- 
cial  authority? 

•  And  what  about  Mr.  Ickes  and  Ms.  Williams?  There  is  absolutely  no  reason  these 
political  operatives  need  to  be  briefed  by  a  top  agency  official  on  an  investiga- 
tion— what  does  this  investigation  have  to  do  witn  the  Executive  Ofiice  of  the 
President?  The  answer  may  be  that  one  of  Mr.  Ickes'  primary  responsibilities  is 
Whitewater  "damage  control,"  according  to  the  Washington  Post  (2/26/94).  Ms. 
Williams,  a  former  Democratic  National  Committee  operative,  had  earlier  joined 
Mr.  Nussbaum  in  searching  Vincent  Foster's  olTice.  Why  do  they  need  a  "heads- 
up'7  Certainly  not  to  help  with  an  investigation. 

•  Why  was  Mr.  Altman  accompanied  by  the  Treasury  General  Counsel  when  the 
meeting  dealt  with  subjects  within  the  RTC's  authority? 

•  Was  the  RTC  General  Counsel  advised  of  this  meeting?  Was  the  RTC  General 
Counsel  asked  to  attend?  Did  the  RTC  General  Counsel  refuse  to  attend?  Was  the 
RTC  General  Counsel  or  any  RTC  stafT  required  to  brief  the  meeting  participants 
prior  to  the  meeting?  Did  anyone  brief  the  participants  in  preparation  for  the 
meeting?  Were  any  documents  used  to  prepare  for  this  meeting? 

•  Who  was  involved  in  setting  up  this  meeting?  Are  there  any  letters,  memos,  or 
phone  logs  that  substantiate  this? 

•  What  was  the  exact  date  of  the  meeting?  Who  decided  who  the  participants  would 
be?  How  long  did  the  meeting  last?  Were  notes  taken?  Was  the  meeting  recorded 
or  transcribed? 

•  Were  any  confidential  or  non-confidential  RTC  or  law  enforcement  documents  or 
other  materials  used  during  the  briefing? 

•  Were  any  memos  prepared  summarizing  the  meeting?  Who  did  the  participants 
subsequently  discuss  tnis  meeting  with? 

•  Why  hadn't  Mr.  Altman  recused  himself  earlier  to  avoid  such  a  potentially  com- 
promising situation? 

•  What  was  the  nature  of  the  conversation  or  comments  made  at  the  meeting? 

•  Was  there  any  discussion  of  holding  subsequent  meetings? 

•  Mr.  Altman  testified  that,  "It  is  not  uncommon  for  meetings  of  that  type  to  take 

glace."  Have  other  briefings  of  this  nature  on  Whitewater-Madison  taken  place? 
•n  any  other  RTC  investigations? 
Secretary  Bentsen,  this  meeting  was  improper.  Mr.  Altman  should  have  known 
better  than  to  organize  it,  and  the  General  Counsel  of  the  Treasury  Department  cer- 
tainly should  have  recognized  the  impropriety  of  such  a  meeting. 

Mr.  Chairman,  following  Mr.  Altman's  shocking  disclosure,  Ibelieve  the  Commit- 
tee has  a  duty  to  hold  hearings  to  get  to  the  bottom  of  this  matter.  The  American 
people  and  Congress  have  every  right  to  know  that  the  standards  of  justice  applied 
on  Main  Street  are  also  applied  at  1600  Pennsylvania  Avenue.  The  Constitution 
vests  Congress  with  oversight  powers.  We  must  exercise  those  powers — even  if  it 
means  subpoenaing  documents  and  placing  witnesses  under  oath.  The  Congress 
must  make  sure  that  the  independent  agencies  are  free  to  enforce  the  law  without 
any  outside  interference. 


PREPARED  STATEMENT  OF  LLOYD  BENTSEN 

Secretary,  Department  of  the  Treasury,  Washington,  DC 

I.  Introduction 

Mr.  Chairman  and  Members  of  the  Committee,  I  want  to  thank  you  for  the  oppor- 
tunity to  appear  before  you  today  to  present  the  Administration's  proposal  to  con- 
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solidate  the  Federal  banking  agencies.  I  want  to  express  our  appreciation  to  the 
Chairman  and  Senator  D'Amato  for  inviting  the  Administration  to  formulate  this 
proposal,  which  will  meaningfully  reform  the  way  we  supervise  our  Nation's  bank- 
ing and  thrift  industries.  In  the  past  year,  I  have  had  the  privilege  of  appearing 
before  the  Members  of  this  Committee — my  former  colleagues — to  discuss  a  wide  va- 
riety of  matters,  but  in  the  end,  I  think  few  of  those  discussions  could  be  more  im- 
portant than  the  matter  we  will  address  today.  From  my  own  experience  here  in 
the  Senate,  I  also  appreciate  that,  despite  the  resounding  logic  of  the  Administra- 
tion's plan,  there  will  be  some  controversy  regarding  certain  aspects  of  the  proposal 
that  will  be  challenging  for  you  to  resolve. 

Consolidation  of  the  Federal  banking  agencies  presents  a  unique  opportunity  to 
rebuild  a  part  of  America's  economic  infrastructure  that  has  become  badly  out- 
moded, ana  to  make  Government  more  effective  and  efficient  in  a  way  that  is  mean- 
ingful to  all  Americans.  The  current  Federal  bank  regulatory  structure  is  sense- 
lessly convoluted,  places  a  serious  drag  on  the  Nation's  banking  industry  and  the 
economy  in  general,  has  failed  to  effectively  protect  the  stability  of  the  banking  sys- 
tem, and  ill  serves  the  financial  services  needs  of  the  American  people. 

If  that  were  not  reason  enou^  for  reform,  the  present  system  also  has  another, 
insidious  impact  that  should  especially  concern  you.  The  current  regulatory  scheme 
enables  banking  organizations  to  shop  for  the  most  lenient  regulator.  Thus,  the 
more  faithfully  an  agency  implements  tne  laws  enacted  by  Congress,  the  more  likely 
the  institutions  it  regulates  will  look  for  another  regulator.  You  should  not  tolerate 
a  regulatory  system  whose  structure  inevitably  saps  the  efTectiveness  of  the  laws 
you  pass. 

Today,  four  different  Federal  agencies  regulate  and  supervise  depository  institu- 
tions that  are  insured  by  the  Federal  Deposit  Insurance  Corporation  (FDIC).  The 
Office  of  the  Comjptroller  of  the  Currency  (OCC)  charters,  regulates,  and  supervises 
national  banks.  The  Board  of  Governors  of  the  Federal  Reserve  System  and  the  Fed- 
eral Reserve  Banks  (referred  to  collectively  as  the  Federal  Reserve)  regulate  and  su- 
pervise bank  holding  companies  and  State-chartered  banks  that  are  members  of  the 
Federal  Reserve  System.  'The  Federal  Reserve,  as  well  as  the  OCC,  also  have  certain 
responsibilities  for  regulating  and  supervising  foreign  banks'  U.S.  operations  and 
U.S.  banks'  foreign  operations.  The  FDIC,  in  addition  to  insuring  deposits,  regulates 
and  supervises  State-chartered  banks  that  are  not  members  of  the  Federal  Reserve 
System.^  The  Office  of  Thrift  Supervision  (OTS)  charters,  regulates,  and  supervises 
Federal  savings  associations,  and  regulates  and  supervises  savings  and  loan  holding 
companies  and  State-chartered  savings  associations.  (See  Appendix  A  for  a  depiction 
of  the  current  Federal  regulatory  structure.)^ 

Trapped  in  this  maze  of  bureaucracies,  most  banking  organizations  are  subject  to 
redundant  demands,  overlapping  supervision,  and  often  inconsistent  regulation  by 
two,  three,  or  even  all  four  of  the  Federal  regulatory  agencies.^  The  system  was 
aptly  described  in  a  1973  staff  report  to  the  House  Committee  on  Banking  and  Cur- 
rency as  a  "patchwork  structure  of  regulation  consisting  of  a  battery  of  contradictory 
agencies  which  have  often  reduced  supervision  of  financial  institutions  to  the  lowest 
common  denominator  among  their  conflicting  positions."*  In  the  two  decades  since 
that  report  appeared,  these  problems  have  grown  worse.  Today,  over  70  percent  of 
the  Nation's  commercial  bank  assets  are  held  by  organizations  that  are  supervised 
and  regulated  by  at  least  two  different  Federal  banking  agencies  and  almost  one 
half  are  supervised  and  regulated  by  three  or  four  agencies. 


^The  FDIC  also  has  backup  enforcement  authority  to  stop  unsafe  practices  at  any  FDIC-in- 
sured  institution  if  the  institution's  primary  Federal  regulator  fails  to  do  so. 

*A  more  comprehensive  chart  published  by  the  Federal  Reserve  Bank  of  New  York,  entitled 
"Depository  Institutions  and  Their  Regulators,"  uses  12  columns,  17  lines,  and  31  footnotes  to 
explain  which  regulator  handles  what. 

^As  Chairman  Riegle  has  observed,  "no  thoughtful  person  would  ever  design  such  a  system 
from  scratch."  Instead,  the  structure  arose  over  time  as  the  Federal  Government,  in  response 
to  crises  and  changing  needs,  established  new  agencies  and  expanded  existing  agencies'  respon- 
sibilities without  ever  significantly  rationalizing  and  simplifying  the  overall  structure.  For  exam- 
ple, Congress  created  the  OCC  in  1863  to  provide  a  system  of  federally  chartered  banks  that 
would  help  the  Union  to  finance  the  Civil  War.  It  established  the  Federal  Reserve  System  in 
1913  to  stabilize  the  economy  after  a  series  of  banking  panics.  It  created  the  FDIC  in  1933,  after 
the  banking  system  collapsed  during  the  Great  Depression.  The  following  year,  it  extended  Fed- 
eral regulation  and  deposit  insurance  to  the  thrift  industry  through  the  Federal  Home  Loan 
Bank  Board,  which  became  the  OTS  in  1989,  and  the  now-defunct  Federal  Savings  and  Loan 
Insurance  Corporation.  It  instituted  holding  company  regulation  in  1956  for  banks  and  in  1968 
for  savings  associations.  It  applied  Federal  regulation  to  foreign  banks  in  1978. 

*  Staff  Report  of  the  Subcommittee  on  Domestic  Finance  of  the  House  Committee  on  Banking 
and  Currency,  Financial  Institutions:  Reform  and  the  Public  Interest  5  (Comm.  Print  1975). 
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Given  its  duplication,  waste,  and  confusion,  this  system  would  be  ripe  for  reform 
even  if  it  had  a  strong  record  of  preserving  bank  safety.  But  it  does  not.  Our  country 
has  just  emerged  from  its  worst  financial  crisis  since  The  Great  Depression.  One 
of  the  lessons  of  that  crisis  is  that  our  bank  regulatory  system  is  cumbersome  and 
antiquated.  It  did  not  adequately  anticipate  or  help  resolve  the  recent  crisis. 

Under  the  Regulatory  Consolidation  Act  of  1994  (Consolidation  Act)  proposed  by 
the  Administration,  bank  and  thrift  resources  that  are  now  dedicated  to  coping  with 
inconsistent  and  redundant  regulation  under  the  current  scheme  can  be  redirected 
to  productive  uses,  such  as  meeting  the  needs  of  customers  and  the  demands  of 
global  competition.  In  addition,  the  regulatory  system  proposed  by  the  Administra- 
tion will  be  more  effective  than  the  current  patchwork  oi  regulators  in  protecting 
the  safety  and  soundness  of  the  banking  system. 

On  its  face,  consolidating  Federal  agency  functions  appears  to  be  an  obvious  thing 
to  do.  But,  as  a  former  Senator,  I  know  how  challenging  this  issue  is  for  you.  Con- 
gress has  grappled  with  the  issue  of  banking  agency  consolidation  for  years.  I  appre- 
ciate that  there  are  those  who  argue  to  you  that  the  status  quo  should  not  be  dis- 
turbed; that  any  change  affecting  certain  regulatory  functions  will  risk  various  un- 
fortunate results.  I  understand  your  concern  about  the  consequences  of  change,  and 
I  do  not  dismiss  the  claims  you  are  hearing.  I  say  we  need  to  examine  them. 

An  astonishingly  diverse  array  of  observers  agree  that  our  current  bank  regu- 
latory system  is  "broken."  If  we  fail  to  fix  it  now,  the  next  financial  crisis  we  face 
will  again  reveal  its  flaws.  And  who  sufi*ers  then?  Our  banking  industry,  our  econ- 
omy, and,  potentially,  the  taxpayers.  You  have  the  chance  to  help  prevent  that  re- 
sult. 

I  am  sure  you  have  many  questions  about  the  Administration's  proposal.  Under 
Secretary  Newman  and  I  are  here  to  explain  the  proposal  and  answer  your  ques- 
tions. I  am  confident  that  once  we  probe  the  concerns  you  have  heard  expressed 
about  our  proposal,  you  will  conclude  that  the  real  risk  lies  not  in  change,  but  in 
missing  this  opportunity  to  affect  badly  needed  reform. 

n.  The  Administration's  Proposal 

The  Consolidation  Act  will  combine  the  regulatory  and  supervisory  functions  of 
the  OCC,  the  Federal  Reserve,  the  FDIC,  and  the  OTS  into  a  new  independent 
agency,  the  Federal  Banking  Commission  (FBC).  The  proposal  incorporates  many  of 
the  highly  constructive  elements  of  the  well-considered  bills  introduced  in  the  Sen- 
ate and  House,  in  particular,  S.  1633,  introduced  by  you,  Mr.  Chairman,  and  Senator 
D'Amato,  and  H.R.  1214,  sponsored  by  Chairman  Gonzalez  and  12  other  Members 
of  the  House  Banking  Committee.  The  Administration's  plan  also  builds  upon  the 
many  previous  proposals  for  regulatory  consolidation  that  have  emerged  over  the 
past  45  years. ^  Like  the  congressional  proposals,  the  Consolidation  Act  will  attack 
redundancy  and  waste  in  Government  by  realigning  the  banking  and  thrift  regu- 
lators according  to  their  core  functions  of  bank  regulator,  central  bank,  and  deposit 
insurer. 

A.  The  Core  Functions  of  Regulator,  Central  Bank,  and  Deposit  Insurer 
Will  Remain  Intact  at  Separate  Agencies 

Under  the  Consolidation  Act,  the  banking  regulatory  system  will  consist  of  a 
strong  and  stable  three-part  structure  based  upon  core  agency  functions  that  com- 
plenient  each  other.  The  Federal  Banking  Commission  will  regulate  and  supervise 
all  federally-insured  banks  and  thrifts,  all  bank  and  thrift  holding  cornpanies,  U.S. 
banks'  foreign  operations,  and  foreign  banks'  U.S.  operations.  The  FBC  also  will 
charter  national  banks  and  Federal  savings  associations.  The  FBC  thus  will  carry 
out  all  the  functions  currently  exercised  by  the  OCC  and  OTS,  as  well  as  the  FDICs 
functions  as  primary  Federal  overseer  of  State  nonmember  banks  and  the  Federal 
Reserve's  functions  as  primary  Federal  overseer  of  bank  holding  companies.  State 
member  banks,  and  foreign  banks.  (See  Appendix  B  for  a  depiction  of  the  proposed 
Federal  regulatory  structure.)  The  core  functions  of  the  Federal  Reserve  and  FDIC 
will  not  be  disturbed.  This  is  an  important  component  of  the  Administration's  plan 
that  has  been  much  misunderstood. 


*  Virtually  every  study  of  our  Federal  banking  regulatory  system  since  1949  has  recognized 
the  need  for  major  consolidation.  Proponents  of  consolidation  have  included  a  task  force  of  the 
Commission  on  Organization  of  the  Executive  Branch  of  Government,  commonly  known  as  the 
Hoover  Commission  (1949);  the  Commission  on  Money  and  Credit  (1961);  House  Banking  Com- 
mittee Chairman  Wright  Patman  (1965);  the  Hunt  Commission  (1971);  the  House  Banking  Com- 
mittee's Study  of  Financial  Institutions  in  the  Nation's  Economy  (1975);  Senate  Banking  Com- 
mittee Chairman  Proxmire  (1975);  the  Private  Survey  on  Cost  Control,  commonly  known  as  the 
Grace  Commission  (1983);  Vice  President  Bush's  Task  Group  on  Regulation  of  Financial  Services 
(1984);  and  the  Bush  Administration  (1991). 


49 

Nothing  in  the  Administration's  proposal  will  affect  the  Federal  Reserve's  inde- 
pendence, deprive  it  of  needed  information,  or  hamper  the  performance  of  its  essen- 
tial functions.  The  Federal  Reserve,  as  the  Nation's  central  bank,  will  continue  to 
conduct  monetary  policy,  administer  the  payments  system,  set  bank  reserve  require- 
ments, and  provide  liquidity  through  the  discount  window.  It  will  retain  full  rule- 
making and  other  authority  necessary  to  carry  out  those  responsibilities.  It  will  still 
participate  in  market  oversight  of  Government  securities  dealers  and  brokers  as 
part  01  its  responsibilities  for  open  market  operations.  In  addition,  it  will  participate 
in  FBC  examinations  of  certain  banking  organizations  that  the  Federal  Reserve  con- 
cludes it  needs  to  examine  because  of  the  relationship  of  those  operations  to  the 
Federal  Reserve's  monetary  policy,  payments  system,  and  discount  window  func- 
tions. This  includes  examinations  of  national  banks  that  the  Fed  does  not  presently 
have  an  opportunity  to  inspect. 

The  Federal  Reserve's  participation  in  examinations  will  be  meaningful.  From  the 
Nation's  20  largest  banking  organizations,  the  Federal  Reserve  will  select  annually, 
for  joint  examinations,  up  to  10  banking  organizations  (whose  subsidiary  insured  de- 
pository institutions  could,  in  the  aggregate,  hold  up  to  25  percent  of  the  total  assets 
of  all  FDIC-insured  depository  institutions).  The  Federal  Reserve  and  the  FBC  wiU 
jointly  examine  those  banking  organizations.  Federal  Reserve  staff  will  be  actively 
involved  in  planning  the  scope,  timing,  and  their  role  in  the  joint  examinations.  Fed.- 
eral  Reserve  examiners  will  also  participate  in  meetings  between  FBC  examiners 
and  senior  management  as  well  as  the  board  of  directors  of  banking  organizations 
when  examination  findings  are  discussed  and  transmitted. 

Generally,  joint  examinations  will  be  conducted  under  the  direction  of  the  relevant 
FBC  examine r-in -charge.  However,  the  Federal  Reserve  could  elect  to  lead  the  ex- 
aminations of  banking  organizations  (with  up  to  10  percent  of  the  total  assets  of  all 
FDIC-insured  depository  institution")  that  have  a  majority  of  their  assets  in  State 
member  banks. 

The  Federal  Reserve  could  also  join  in  examining  an  array  of  smaller  State  mem- 
ber banks,  with  up  to  5  percent  of  the  total  assets  of  FDIC-insured  depository  insti- 
tutions. 

In  addition  to  authorizing  the  Federal  Reserve  to  examine  a  cross-section  of  both 
large  and  small  banking  organizations  jointly  with  the  FBC,  the  Consolidation  Act 
gives  the  Federal  Reserve  backup  enforcement  authority  to  correct  actual  or  poten- 
tial safety  and  soundness  problems  at  the  Nation's  20  largest  banking  organizations. 
The  Federal  Reserve  will  be  able  to  initiate  backup  enforcement  action  against  any 
such  institution  by  submitting  in  writing  to  the  FBC  a  recommendation  that  it  take 
enforcement  action  against  the  particular  institution.  If,  in  the  judgment  of  the  Fed- 
eral Reserve,  the  FBC  fails  to  take  appropriate  action,  the  Federal  Reserve  could 
institute  its  own  enforcement  action  if  the  Board  of  Governors  determines  either 
that  (1)  the  institution  is  in  an  unsafe  or  unsound  condition  or,  (2)  the  institution's 
current  practices,  if  allowed  to  continue,  will  likely  render  the  institution  unsafe  or 
unsound.  This  backup  enforcement  authority  would  be  reinforced  by  the  Federal  Re- 
serve's seat  on  the  FBC  board,  which  would  inextricably  link  the  two  agencies  and 
give  the  Federal  Reserve  a  continuing  role  in  all  the  FB(5's  activities. 

The  FDIC  will  continue  to  insure  deposits  at  all  federally-insured  banks  and 
thrifts.  It  will  continue  to  grant,  suspend,  and  terminate  deposit  insurance.  It  will 
be  able  to  conduct  its  own  special  examinations  of  insured  institutions,  where  nec- 
essary, to  protect  the  deposit  insurance  fund  and  take  "TDackup"  enforcement  action 
to  stop  unsafe  practices  if  the  FBC  will  not  do  so.  It  also  will  retain  its  current  roles 
as  deposit  insurer  overseeing  activities  of  State  banks  and  thrifts  that  could  pose 
risks  to  the  insurance  funds  and  carrying  out  the  prompt  corrective  action  statute 
(.e.g.,  helping  determine  whether  a  critically  undercapitalized  institution  should  re- 
main open),  and  will  retain  responsibility  for  resolving  bank  and  thrift  failures  at 
the  least  cost  to  the  insurance  funds. 

The  Federal  Reserve  and  the  FDIC  will  have  full  access  to  bank  and  thrift  super- 
visory information  so  they  will  be  able  to  make  independent  judgments  on  matters 
bearing  on  their  core  functions.  The  FBC  will  be  required  to  provide  the  Federal 
Reserve  and  the  FDIC  with  timely  and  accurate  information  on  the  condition  of  the 
banking  and  thrift  industries  and  on  individual  depository  institutions. 

In  essence,  the  Administration's  proposal  creates  a  three-part  structure  of  bank- 
ing industry  oversight.  Like  the  legs  of^a  sturdy  three-legged  stool,  each  agency  will 
have  important,  independent  functions  and  strengths,  and  each  will  complement  the 
others  to  create  a  stable,  effective  regulatory  structure.  The  new  regulatory  struc- 
ture will  oversee  the  safety  and  soundness  of  the  banking  industry  and  guard 
against  risks  to  the  banking  system  far  more  effectively  than  the  current  mixup  of 
regulators. 
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B.  States  Will  Continue  to  Regulate  State-Chartered  Banks, 
Thereby  Preserving  the  Dual  Banking  System 

The  dual  banking  system  will  not  be  weakened  by  establishment  of  the  FBC.  I 
would  not  be  here  before  you  if  I  thought  the  Administration's  proposal  would  have 
that  result.  In  fact,  rather  than  harm  the  dual  banking  system.  State  banks  and 
State  regulators  will  both  benefit  under  the  Consolidation  Act.  They  will  have  to 
deal  with  only  one  Federal  agency  to  resolve  supervisory  issues  and  may  benefit 
from  the  broader  perspectives  and  reduced  entrenchment  of  interests  that  a  single 
regulator  system  will  provide.  In  particular.  State  regulators  will  have  the  oppor- 
tunity to  play  an  enhanced  role  in  the  supervision  of  their  State-chartered  institu- 
tions. 

Concerns  that  the  dual  banking  system  would  be  undermined  because  the  FBC 
would  have  a  tendency  to  regulate  State  banks  in  the  same  manner  as  national 
banks  and  not  fully  preserve  their  statutory  differences,  misunderstand  the  Admin- 
istration's proposal  and  mistake  the  powers  of  the  FBC. 

The  Consolidation  Act  does  not  try  to  displace  the  States  as  primary  regulators 
of  the  banks  they  charter.  Nothing  in  the  Consolidation  Act  will  give  the  Federal 
Government  any  additional  authority  over  State-chartered  banks  or  State  bank  reg- 
ulators,^ and  nothing  will  prevent  an  institution  from  seeking  a  State,  rather  than 
a  Federal,  charter. 

Under  the  Administration's  plan,  the  FBC  will  certify  State  banking  departments 
that  have  demonstrated  the  ability  to  conduct  satisfactory  examinations.'^  The  FBC 
will  place  increased  reliance  on  examinations  by  certified  States.  In  particular,  the 
FBC  will  not  duplicate  examinations  of  well-capitalized  State-chartered  institutions 
with  less  than  $250  million  in  assets.®  Thousands  of  State-chartered  institutions 
will  fall  into  this  category. 

Even  if  the  FBC  wanted  to  discriminate  against  State-chartered  institutions,  it 
simply  could  not  do  so.  Under  the  Administration's  proposal,  it  is  not  possible  for 
the  FBC  to  regulate  State  banks  in  the  same  manner  as  national  banks,  and  to  ho- 
mogenize their  powers,  as  some  have  asserted.  Nothing  in  the  Administration's  pro- 
posal authorizes  the  FBC  to  override  State  law  to  limit  State  bank  powers.  The  clos- 
est thing  to  that  type  of  authority  is  the  ability  of  the  FDIC  today  to  limit  activities 
of  State  banks  that  are  not  permissible  for  national  banks  if  the  FDIC  believes  the 
activity  presents  risk  to  the  insurance  fund.^  This  is  a  deposit  insurance-related 
power  that  would  remain  with  the  FDIC  under  the  Administration's  proposal.  Nor 
will  the  FBC  have  the  ability  to  re-interpret  State  law  to  override  existing  State 
precedents  or  to  construe  State  law  one  way  when  State  authorities  say  it  means 
something  else.  In  short,  nothing  in  the  Consolidation  Act  would  enable  the  FBC 
to  take  the  sort  of  action  that  critics  of  the  Administration's  proposal  regard  as 
threatening  to  the  dual  banking  system. 

To  be  blunt,  I  see  critics  of  the  Administration's  proposal  confusing  the  "dual 
banking  system"  with  having  a  choice  between  different  Federal  regulators.  The  Ad- 
ministration's plan  will  preserve  the  former,  but  eliminate  the  latter.  Arguments 
that  preservation  of  the  dual  banking  system  requires  a  choice  between  two  or  more 
Federal  regulators  are  really  arguments  for  retaining  the  ability  for  institutions  to 
arbitrage  Federal  supervision.  We  need  to  face  the  fact  that  having  multiple  Federal 
regulators  preserves  the  risk  that  the  regulators  will  engage  in  "competition  in  lax- 
ity" to  preserve  their  "share  of  the  market."  This  does  not  promote  safety  and  sound- 
ness and,  in  fact,  is  a  key  reason  to  consolidate  the  agencies.  Allowing  institutions 
to  seek  the  most  lenient  regulator  also  undermines  the  legislative  process.  The 
banking  agency  that  most  faithfully  enforces  laws  passed  by  Congress  loses  its  mar- 
ket share  to  the  agencies  that  "go  easy"  on  the  institutions  they  regulate. 

The  Administration's  plan  will  give  institutions  a  meaningful  choice  between  hav- 
ing a  State  or  a  Federal  charter  and,  consequently,  a  choice  between  having  a  State 
or  Federal  agency  as  a  primary  regulator.  But,  institutions  should  not,  and  under 
the  Consolidation  Act  will  not,  have  the  opportunity  to  play  one  Federal  regulator 
ofT  against  another. 


®The  FDIC  will  retain  its  authority  to  restrict  activities  by  insured  State-chartered  institu- 
tions that  may  present  unacceptable  risks  to  the  Federal  deposit  insurance  fund. 

^At  present,  the  Federal  Reserve  and  the  FDIC  each  accept  examination  results  from  35  State 
banking  agencies. 

*  Periodic  Federal  examinations  would  still  be  required  for  larger  banks  and  small  State-char- 
tered banks  that  are  in  weaker  condition. 

»12  U.S.C.  §  1831a. 
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C.  The  FBC  Structure  Will  Provide  an  Appropriate  Balance 
Between  Independence  and  Accountability 

The  board  of  the  FBC  will  have  five  members:  the  Secretary  of  the  Treasury  (or 
the  Secretary's  designee);  a  member  of  the  Board  of  Governors  of  the  Federal  Re- 
serve, designated  by  the  Federal  Reserve  and  acting  as  its  representative;  and  three 
members  appointed  by  the  President  and  confirmed  by  the  Senate.  One  of  the  three 
appointed  members  will  be  specifically  appointed  and  confirmed  as  Chairperson  of 
the  Commission,  and  will  serve  a  4-year  term  (both  as  a  member  and  as  Chair- 
person) expiring  on  the  last  day  of  March  following  a  Presidential  election.  The  two 
other  appointea  members  will  serve  staggered  5-year  terms.  One  of  these  two  mem- 
bers must  be  from  another  political  party.  The  three  appointed  members  could  be 
removed  from  office  only  for  cause.  Of  the  three  appointed  members,  one  must  be 
experienced  in  supervising  State-chartered  institutions.  The  Commission  will  select 
its  own  Vice  Chairperson. 

The  FBC  will  be  an  independent  agency,  unlike  the  present  OCC  and  the  GTS, 
which  are  bureaus  of  the  Treasury  Department.  Thus,  although  the  Treasury  De- 
partment will  be  represented  on  the  FBC  board,  the  Treasury  Department  will  actu- 
ally give  up  supervisory  authority  over  the  banking  system.  The  Administration  be- 
lieves this  governing  structure  will  properly  balance  the  need  for  independence  in 
regulatory  action  with  responsibility  to  the  electorate  through  a  continuing  Execu- 
tive Branch  role. 

The  five-member  board  will  provide  the  right  balance  between,  on  the  one  hand, 
ensuring  the  FBC  will  be  receptive  to  diverse  perspectives,  and  on  the  other  hand, 
having  a  board  of  manageable  size  that  can  function  smoothly  and  allow  individual 
board  members  to  be  held  accountable  for  their  decisions. 

m.  The  Need  for  Banking  Agency  Consolidation 

Mr.  Chairman,  Members  of  the  Committee,  in  the  months  and  years  ahead,  I  do 
not  want  to  have  to  appear  before  you,  as  my  predecessor  did,  to  ask  you  to  take 
drastic  and  costly  measures  in  order  to  contain  a  banking  or  thrift  crisis.  Rather, 
I  want  us  to  take  action  now,  while  we  have  such  a  good  opportunity,  so  that  none 
of  us  will  be  forced  to  act  with  a  gun  to  our  heads.  You  have  heard  that  changing 
the  status  quo  entails  risks.  The  greater  risk  however,  is  to  do  nothing  and  continue 
with  a  dilapidated  regulatory  system  that  is  ill-designed  to  prevent  mture  banking 
crises  and  ill-equipped  to  cope  with  crises  when  they  occur. 

We  need  a  Federal  regulator  that  can  focus  on  our  Nation's  banking  industry.  We 
need  a  full-time  banking  regulator  that  will  have  the  responsibility  and  authority 
to  keep  this  vital  part  oi  our  financial  system  healthy.  The  FDIC's  focus  should  be 
on  deposit  insurance,  not  the  rnyriad  of  other  regulatory  issues  concerning  the  bank- 
ing industry,  and  the  Federal  Reserve's  focus  is  necessarily  and  should  be  foremost 
on  monetary  policy. 

Regulatory  consolidation  is  an  important  and  necessary  step  in  rebuilding  the  in- 
frastructure of  the  American  economy.  Every  American  deserves  a  place  to  save,  to 
borrow,  and  to  invest.  A  healthy  banking  system  performs  these  functions  and  is 
a  critical  component  to  a  robust  economy.  Overlapping  and  inconsistent  regulation 
has  imposed  excessive  regulatory  costs  and  burdens  on  the  banking  industry.  The 
excess  costs  are  passed  on — in  some  form — to  customers.  The  excess  burdens  stifle 
innovation,  repress  economic  growth,  and,  over  the  past  two  decades,  have  contrib- 
uted to  a  significant  shrinkage  of  the  industry. 

Over  the  past  20  years,  the  percentage  of  our  Nation's  credit  market  assets  that 
are  managed  by  depository  institutions  has  shrunk  from  62  percent  to  just  36  per- 
cent, the  lowest  level  in  history.  This  transformation  may  have  limited  consequences 
for  Fortune  500  companies  that  can  tap  the  Wall  Street  and  international  credit 
markets.  But  when  the  source  of  financial  products  and  services  moves  from  Main 
Street  to  Wall  Street,  there  are  important  consequences  for  most  Americans. 

For  most  people,  the  ability  to  go  to  college,  to  start  a  business,  or  to  buy  a  home 
depends  on  whether  they  can  get  a  loan.  As  one  banker  quoted  in  Martin  Mayer's 
classic  book,  The  Bankers,  starkly  put  it,  the  actions  of  banks  "determine  who  will 
succeed  and  who  will  fail."  ^°  If  the  banking  industry  continues  its  decline,  where 
will  these  opportunities  come  from? 

For  savers,  this  trend  of  declining  market  share  means  more  reliance  on  invest- 
ments in  place  of  federally-insured  deposits  and  a  relative  contraction  of  the  Federal 
deposit  insurance  safety  net.  For  borrowers,  this  trend  means  reduced  credit  avail- 
ability, particularly  for  small-  and  medium-sized  businesses.  It  also  means  more 
standaraized  credit  terms.  At  present,  when  a  bank  wants  to  offer  a  new  product 


'M.  Mayer,  The  Bankers,  p.  24  (1974). 
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or  service  to  its  customers,  it  often  must  weave  through  multiple  regulators  to  ob- 
tain the  necessary  approvals.  This  increases  the  cost  of  new  products  and  services 
and  stifles  innovation.  Banks  now  must  devote  resources  to  regulatory  compliance 
that  they  could  otherwise  apply  to  meeting  customer  needs  and  reducing  costs. 

Small  businesses  also  suffer  as  the  role  of  banks  vis-a-vis  other  financial  services 
providers  continues  to  shrink.  Small  businesses  are  the  principal  source  of  new  jobs 
for  Americans.  In  fact,  from  1988  through  1990,  small  businesses  created  all  of  the 
net  new  jobs  in  the  economy.  But  these  businesses  are  heavily  dependent  on  the 
banking  industry  for  credit.  Absent  the  major  structural  reforms  set  forth  in  the 
Consolidation  Act,  the  regulatory  burdens  created  by  the  duplication,  waste,  and 
confusion  of  having  four  banking  agencies  will  further  sap  the  vitality  of  the  Na- 
tion's economy  and  narrow  the  opportunities  the  banking  system  can  provide  to 
emerging  businesses  and  the  American  people. 

The  purpose  of  the  Administration's  plan  is  not  to  shufTle  responsibilities  from  one 
Federal  bureaucracy  to  another.  I  would  not  waste  your  time  or  mine  on  any  such 
proposal.  Rather,  the  Consolidation  Act  seeks  to  establish  a  regulatory  system  that 
will  efficiently  oversee  the  banking  industry's  safety  and  soundness  and  support  the 
vital  role  banks  play  in  the  domestic  and  global  economies. 

rV.  Benefits  of  the  Consolidation  Proposal 

The  Administration's  proposal  for  consolidating  the  Federal  banking  agencies  has 
many  undeniable  benefits.  It  will  improve  the  quality  of  the  regulation  and  super- 
vision of  our  banking  system  and  eliminate  inconsistent  interpretations  of  the  same 
laws  and  rules.  It  will  increase  the  accountability  for  regulating  financial  institu- 
tions, providing  a  focal  point  for  Administration,  congressional,  and  public  concerns. 
The  Consolidation  Act  also  will  eliminate  the  potential  conflicts  of  interest  inherent 
in  the  present  system  and  ultimately  reduce  Government  and  industry  expenses, 
benefiting  banks,  thrifts,  consumers,  and  the  economy  as  a  whole. 

A.  Consolidation  Will  Improve  the  Supervision  of  the 
Financial  Services  Industry 

Today,  because  each  banking  agency  is  responsible  for  supervising  just  a  part  of 
the  financial  services  industry,  the  supervision  of  most  banking  organizations,  in- 
cluding virtually  all  of  our  Nation's  largest  organizations,  is  conducted  by  more  than 
one  Federal  agency.  Each  agency  examines  and  supervises  just  a  part  of  the  typical 
banking  organization.  For  example,  a  holding  company  that  controls  a  national 
bank,  a  State  nonmember  bank,  and  a  thrift,  is  regulated  by  all  four  of  the  Federal 
banking  agencies.  The  Federal  Reserve  supervises  the  holding  company,  the  OCC 
supervises  the  national  bank,  the  FDIC  supervises  the  State  nonmember  bank,  and 
the  OTS  supervises  the  thrift.  As  of  September  1993,  there  were  28  holding  compa- 
nies with  $743  billion  in  assets  in  exactly  this  position.  In  these  and  similar  in- 
stances, each  regulator  relies  upon  the  other  regulators  for  information  regarding 
the  parts  of  the  banking  organization  for  which  it  is  not  responsible.  Incredibly, 
there  are  literally  thousands  of  cases  where  our  current  system  requires  a  separate 
bank  holding  company  regulator  that  does  not  regulate  any  of  the  holding  company's 
subsidiary  banks  or  thrifts. 

This  fragmented  approach  to  supervising  and  examining  a  banking  organization 
ignores  the  modem  realities  of  how  banking  organizations  operate  and  hinders  the 
agencies  from  obtaining  a  complete  and  accurate  picture  of  what  is  really  happen- 
ing. Transactions  between  related  entities  that  are  supervised  by  diflerent  regu- 
lators can  escape  adequate  scrutiny  since  no  one  agency  sees — much  less  under- 
stands— the  organization  as  a  whole.  Supervision  is  particularly  difficult  when  the 
responsibility  is  divided  between  three  or  four  agencies. 

Like  the  classic  Indian  fable  of  the  three  blind  men  and  the  elephant,  each  of  the 
Federal  banking  agencies  examines  only  a  part  of  any  large  banking  organization 
and  only  a  fraction  of  the  overall  banking  industry.  The  blind  man  who  felt  the  ele- 
phant's leg  thought  he  was  standing  beside  a  tree,  the  man  who  felt  the  trunk 
thought  he  was  holding  a  snake,  ana  the  man  who  touched  the  tail  thought  it  was 
a  rope.  Under  today's  bank  regulatory  system,  any  one  regulator  may  see  only  a  lim- 
ited piece  of  a  dynamic,  integrated  banking  organization,  when  a  larger  perspective 
is  crucial  both  for  effective  supervision  of  the  particular  organization  and  for  an  un- 
derstanding of  broader  industry  conditions  and  trends. ^^  No  one  can  credibly  argue 
that  the  current,  segregated  approach  to  regulation  is  the  most  eflective  way  to 


^^  Although  the  Federal  Reserve  supervises  bank  holding  companies,  it  does  not  supervise 
most  of  the  banking  subsidiaries  of  such  organizations.  Accordingly,  it  often  does  not  directly 
acquire  any  information  about  the  banks  owned  by  the  holding  companies  under  its  supervision. 
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guard  against  risk  to  individual  banking  organizations  or  the  banking  system  as  a 
whole. 

Under  the  Consolidation  Act,  banks  and  their  holding  companies  and  other  afUli- 
ates  will  be  supervised  as  a  unit,  eliminating  inefficiencies  and  potential  blind  spots 
in  supervisory  oversight,  and  providing  the  FBC  with  multi-dimensional  perspec- 
tives on  individual  banking  organizations  and  the  banking  industry. 

B.  Consolidation  Will  Eliminate  Inconsistent  Regulation 

The  Administration's  proposal  will  eliminate  inconsistencies  in  bank  regulation. 
Since  banks  and  thrifts  will  no  longer  suffer  or  benefit  from  the  different  application 
of  enforcement  standards  or  other  policies  of  the  separate  agencies,  consolidation 
will  end  the  practice  of  "regulator  shopping,"  where  institutions  change  the  char- 
acter of  their  charters  to  come  under  the  jurisdiction  of  a  more  lenient  Federal  regu- 
lator. Charter  decisions  will  be  made  on  their  merits.  Today,  regulators  are  some- 
times inhibited  from  taking  the  most  appropriate  action  by  the  knowledge  that  the 
action  could  prompt  an  institution  to  switch  charters  to  obtain  a  more  lenient  Fed- 
eral regulator.  Of  course,  as  already  discussed,  the  Consolidation  Act  preserves  the 
dual  banking  system  and  consequently  will  not  prevent  an  institution  irom  choosing 
between  having  a  State  or  Federal  agency  as  its  primary  regulator. 

Beyond  the  problem  of  Federal  regulator  shopping,  the  multiplicity  of  regulators 
creates  countless  headaches,  particularly  for  banking  organizations  that  must  rec- 
oncile inconsistent  regulatory  decisions,  substantive  standards,  and  procedural  re- 
quirements applied  to  their  subsidiary  organizations  by  different  regulators.  The 
agencies  sometimes  apply  different  rules  to  similar  situations  and  sometimes  apply 
the  same  rules  differently.  The  Consolidation  Act  will  provide  a  comprehensive  and 
coordinated  mechanism  for  enforcing  applicable  laws  and  regulations. 

In  addition,  since  banking  regulations  will  be  consolidated  into  one  agency,  there 
will  be  no  need  to  coordinate  policies  and  regulations  among  different  agencies. 
These  efforts  at  coordination  can  take  months,  indeed,  years,  and  involve  hundreds 
of  people  in  complex  negotiations.  In  the  end,  the  efforts  frequently  fail.  In  recent 
years,  it  has  sometimes  literally  taken  an  Act  of  Congress  to  get  the  agencies  to  co- 
ordinate. 

With  consolidation,  the  long  delays  inherent  in  the  interagency  coordination  proc- 
ess will  disappear,  allowing  more  rapid  resolution  of  significant  policy  questions. 
The  quality  of  regulatory  decisions  and  rulemaking  also  will  likely  improve  because 
agencies  with  different  (and  sometimes  competing)  agendas  will  no  longer  have  to 
negotiate  and  settle  for  compromise  positions. 

C.  A  Consolidated  Agency  Will  Be  More  Accountable  to  Congress, 
the  Public,  and  the  Industry 

Consolidation  of  the  Federal  banking  agencies  will  increase  the  accountability  of 
the  regulators  to  the  public.  Today,  when  complaints  arise  in  the  industry,  the  var- 
ious agencies  can  side-step  public  and  political  accountability  by  pointing  fingers  at 
each  other.  And  any  regulator  who  assumes  responsibility  has  only  limited  ability 
to  influence  the  overall  structure  and  efiectiveness  of  the  Federal  supervisory  sys- 
tem. With  a  consolidated  agency,  the  Congress,  the  public,  and  the  industry  wiU 
know  where  to  direct  their  questions  and  concerns  ana  from  whom  to  expect  action. 

The  structural  flaws  of  the  current  system  are  not  theoretical.  In  the  mid-1980's, 
the  warning  signs  were  clear  that  banks  had  overinvested  in  commercial  real  estate 
loans,  but  the  regulators  could  not  agree  on  a  unified  strategy  to  address  the  prob- 
lem. As  we  all  know,  this  failure  to  take  responsibility  and  act  led  to  enormous  fi- 
nancial losses. 

The  Government  and  industry  will  not  be  the  only  ones  to  benefit  from  a  single, 
accountable  agency.  The  public  and  public  interest  groups,  which  cannot  afford 
banking  lawyers  to  guide  them  through  the  existing  regulatory  maze,  will  be  able 
to  go  straight  to  the  FBC  with  their  comments  and  complaints.  Few  consumers  now 
know  which  Federal  agency  they  should  contact  if  they  have  a  problem  with  their 
bank  or  thrift.  Institutions  such  as  the  Federal  Financial  Institutions  Examination 
Council  have  been  unable  to  address  the  day-to-day  concerns  of  consumers.  Even 
basic  Community  Reinvestment  Act  information  has  not  been  available  in  one  place 
because  each  agency  has  a  different  method  for  compiling  and  storing  the  informa- 
tion. A  single  regulator  will  eliminate  these  problems. 

D.  Consolidation  Will  Eliminate  Potential  Conflicts  Presented 
When  Agencies  Perform  Dual  Roles 

The  Administration's  proposal  addresses  the  inherent  conflicts  of  interest  and 
focus  that  can  arise  when  an  agency  has  more  than  one  core  function.  Under  the 
current  structure,  the  Federal  Reserve  Board,  as  the  central  bank,  and  the  FDIC, 
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as  the  insurer  of  bank  deposits,  both  face  such  potential  conflicts  when  they  wear 
their  bank  supervisory  hats. 

The  Federal  Reserve's  primary  mission  is  to  oversee  monetary  policy,  but  it  also 
has  bank  supervisory  duties.  There  are  at  least  three  ways  in  which  monetary  policy 
and  supervisory  functions  may  conflict:  (1)  bank  examinations  may  conflict  with 
countercyclical  monetary  policy;  (2)  the  two  functions  compete  for  the  time  and  en- 
ergy of  policymakers,  with  bank  regulation  always  taking  a  back  seat  to  monetary 
policy;  and  (3)  implementation  of  both  functions  by  the  same  agency  may  involve 
conflicts  of  interest  with  the  result  that  the  goals  of  one  are  subverted  to  those  of 
the  other.^^  This  combination  presents  potential  conflicts. 

As  former  Federal  Reserve  Board  Vice  Chairman  J.L.  Robertson  stated,  "In  ap- 
praising the  soundness  of  loans  or  investments,  bank  examiners  should  never  be 
obliged  to  switch  from  rose-colored  glasses  to  black  ones,  and  back  and  forth  again, 
in  an  effort  to  implement  the  monetary  policy  of  the  moment."  ^^  Banks  and  the 
businesses  they  deal  with  need  consistent  direction  and  advice — not  policies  that 
will  be  tugged  by  macroeconomic  cycles.  Regulatory  and  supervisory  policy  should 
be  a  matter  of  safety  and  soundness. 

The  FDIC's  primary  role  is  to  insure  bank  deposits,  so  it  also  has  potential  con- 
flicts when  it  supervises  banks.  The  FDIC,  as  insurer,  has  incentives  to  resist  bank- 
ing innovations  if  the  insurance  fund  is  solvent.  These  innovations,  however,  may 
be  exactly  the  changes  banks  need  to  pursue  to  be  responsive  to  evolving  customer 
needs  and  to  ensure  a  healthy  future.  On  the  other  hand,  if  the  insurance  fund 
nears  insolvency,  the  insurer  has  incentives  to  forbear. 

In  the  1980's,  the  Federal  Home  Loan  Bank  Board  (FHLBB)  was  saddled  with 
conflicting  mandates  similar  to  those  the  FDIC  and  Federal  Reserve  have  today. 
Like  the  FDIC,  the  FHLBB  was  responsible  for  both  supervising  the  thrift  industry 
and  protecting  the  thrift  insurance  fund.  The  FHLBB  thrift  examiners  were  em- 
ployed by  the  regional  Federal  Home  Loan  Banks.  These  banks  were  run  by  presi- 
dents and  boards  of  directors  who  were  in  turn  appointed  by  the  local  thrift  indus- 
try. The  conflicting  insurance  functions  along  with  the  structure  of  the  thrift  exam- 
ination staff  produced  an  institutional  bias  in  favor  of  forbearance  and  loose  regu- 
latory control.  This  eventually  led  to  the  massive  thrift  crisis  in  the  1980's.^'' 

Agencies  that  are  forced  to  wear  two  hats  still  have  only  one  head.  Conflicts  of 
responsibilities  and  focus  are  inherent  in  these  situations.  By  realigning  bank  and 
thrift  regulators  according  to  their  core  functions,  the  Consolidation  Act  will  elimi- 
nate these  potential  conflicts. 

E.  Consolidation  Will  Reduce  Government  and  Industry  Expenses 

The  Consolidation  Act  is  an  important  component  of  the  Administration's  overall 
agenda  of  reinventing  Government — creating  a  Government  that  works  better  and 
costs  less.  Under  the  current  system,  each  of  the  four  Federal  banking  agencies  has 
its  own  team  of  examiners,  its  own  bureaucracy,  and  its  own  regulations.  Consolida- 
tion will  streamline  Government  by  eliminating  this  overlap. 

We  estimate  that  the  administrative  cost  savings  to  the  Government  from  agency 
consolidation  will  run  somewhere  between  $150  and  $200  million  a  year,  after  ini- 
tial transition  costs  and  even  apart  from  any  fundamental  changes  in  the  examina- 
tion process.  Direct  savings  to  the  banking  industry  will  be  substantially  greater. 
Banks  will  be  able  to  turn  from  form-filing  to  lending,  as  they  will  have  only  one 
regulator  to  deal  with  instead  of  two,  three,  or  four,  and  only  one  set  of  examina- 
tions and  compliance  reports  to  complete  instead  of  many.  Current  trends  in  the  fi- 
nancial services  industry  make  the  reduction  of  compliance  costs  imperative.  Com- 
petition from  other  providers  of  financial  services  is  shrinking  profit  margins  in 
banking,  making  it  increasingly  important  for  banks  and  thrifts  to  minimize  ex- 
penses. 

In  1992,  the  Federal  Financial  Institutions  Examination  Council,  chaired  by  Gov- 
ernor John  LaWare  of  the  Federal  Reserve  Board,  estimated  that  the  cost  of  comply- 


^  Peterson,  "Conflicts  Between  Monetary  Policy  and  Bank  Supervision,"  I  Issues  in  Bank  Reg- 
ulation, 25.  26  (1977). 

^^  Remarks  of  J.L.  Robertson  Before  the  72nd  Annual  Convention  of  the  Tennessee  Bankers 
Association  (May  16,  1962),  as  reprinted  in  Federal  Bank  Commission  Act,  Hearings  Before  the 
Senate  Committee  on  Banking,  Housing,  and  Urban  Affairs,  94lh  Cong.,  1st  Sess.,  20  (1975). 
Federal  Reserve  Board  Vice  Chairman  Robertson  further  stated  that,  "[t]he  overriding  reason 
.  .  .  for  seeking  to  have  supervisory  powers  vested  elsewhere  than  the  Federal  Reserve  is  my 
deep-seated  conviction  that  bank  examiners  should  always  be  free  to  call  the  pitches  as  they 
see  them.  They  should  be  insulated  from  any  possible  temptation  of  the  monetary  authority  to 
use  supervisory  powers  to  implement  monetary  policy.  .  .  ."  Robertson,  "Federal  Regulation  of 
Banking:  A  Plea  for  Unification,"  31  Law  &  Contemp.  Probs.  673,  692  (1966). 

^*The  FHLBB  was  replaced  by  the  OTS  in  1989. 
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ing  with  banking  regulations  may  be  as  high  as  14  percent  of  banks'  non-interest 
expenses.  Given  oank  and  thrift  non-interest  expenses  of  $156  billion  in  1992,  that 
means  the  cost  of  complying  with  banking  regulations  may  be  as  high  as  $22  billion 
annually.  These  costs  are  passed  on — in  one  way  or  another — to  customers. 

If  the  Administration's  reorganization  proposal  reduces  this  burden  by  only  5  per- 
cent, it  will  result  in  savings  of  over  $1  billion  per  year  to  the  industry.  These  are 
cost  savings  that  eventually  can  be  translated  into  loans  to  businesses  and  home- 
owners and  benefits  to  consumers. 

F.  A  Single  Regulator  Will  Be  Responsive  to  the  Concerns  of 
Community  Banks 

Since  a  large  proportion  of  the  Nation's  banking  assets  are  held  by  a  relatively 
small  number  of  banking  institutions,  small  banks,  particularly  State-chartered 
banks,  have  expressed  concern  that  a  single  Federal  regulator  would  concentrate  on 
the  issues  important  to  large  banks.  I  believe  the  Federal  Banking  Commission  will 
actually  be  more  responsive  to  concerns  of  small  institutions  than  the  present  regu- 
latory regime. 

The  FBC  will  be  dedicated  to  bank  supervision.  In  the  present  system,  most  small 
banks  are  reflated  by  either  the  Federal  Reserve  or  the  FDIC,  both  of  which  have 
other,  potentially  conflicting,  and  at  least  distracting,  core  functions.  Under  the  Con- 
solidation Act,  the  FBC  wiu  focus  solely  on  bank  supervision  and  not  have  any  con- 
flicting resfx)nsibilities.  As  a  result,  small  banks  will  have  a  regulator  that  is  solely 
dedicated  to  responding  to  supervisory  concerns. 

The  FBC  will  supervise  banks  in  all  50  States  and  the  District  of  Columbia.  As 
the  sole  agency  accountable  for  banking  matters,  it  will  have  to  be  responsive  to 
concerns  oT  the  full  range  of  banks  and  thrifts — otherwise,  I  am  sure  the  FBC  will 
hear  from  the  Members  of  this  Committee  and  the  rest  of  Congress. 

G.  A  Consolidated  Agency  Will  Assess  Fees  and  Expenses  Equitably 
Among  Institutions 

Like  the  OCC,  OTS,  and  FDIC,  the  FBC  will  not  require  any  taxpayer  funds.  It 
wiU  recover  all  its  costs  through  non-appropriated  means.  The  Administration's  pro- 
posal incorporates  a  funding  method  for  the  FBC  that  is  equitable  to  both  national 
and  State  banks  and  institutions  of  all  sizes. 

The  current  funding  system  is  based  largely  on  assessments  levied  on  institutions 
to  pay  for  the  cost  of  their  supervision  and  regulation.  The  current  system,  however, 
does  not  always  allocate  the  costs  fairly. 

All  institutions  currently  pay  for  FDIC  supervision  through  deposit  insurance  pre- 
miums. A  rough  estimate  is  that  approximately  1  basis  point  of  the  deposit  insur- 
ance charge  currently  goes  for  FDIC  supervision  expenses.  But  because  the  FDIC 
directly  supervises  only  State  non-member  banks,  national  and  State  member  banks 
bear  far  more  than  their  fair  share  of  the  FDIC's  examination  costs. 

Holding  companies  and  State  member  banks  are  inspected  without  charge  by  the 
Federal  Reserve.  Taxpayers  pay  indirectly  for  these  costs,  which  the  Administration 
recently  estimated  at  about  $311  million  annually,  since  this  amount  represents 
monies  that  are  not  turned  over  to  the  Treasury  by  the  Federal  Reserve. 

National  banks  and  thrifts  pay  assessments  to  the  OCC  and  OTS  to  cover  the 
costs  of  their  examinations.  State  banks  pay  varying  amounts  to  their  State  regu- 
lators, but  these  charges  are  typically  less  than  Federal  assessments. 

Under  the  Consolidation  Act,  the  FBC  will  be  funded  from  three  sources.  The 
FDIC  will  earmark  a  small  portion — 1  basis  point — of  the  deposit  insurance  pre- 
miums that  it  collects  from  all  depository  institutions  to  pay  for  Federal  super- 
vision— essentially  the  same  amount  it  uses  for  supervision  today — but  the  money 
would  be  provided  to  the  FBC.  Deposit  insurance  premiums  would  not  rise;  indeed, 
they  are  projected  to  fall  sharply,  as  the  Bank  Insurance  Fund  approaches  its  statu- 
tory tareet  of  1.25  percent  of  reserves  to  insured  deposits.  We  anticipate,  in  fact, 
that  with  the  likely  decrease  in  deposit  insurance  premiums  for  banks,  the  combined 
deposit  insurance  premium  and  supervision  charge  will  be  less  than  the  insurance 
premium  banks  pay  today. 

For  a  transition  period,  the  Federal  Reserve  will  make  annual  payments  to  the 
FBC  in  an  amount  equal  to  the  Federal  Reserve's  savings  from  transferring  super- 
visory functions  to  the  FBC.  This  payment  would  begin  to  phase  out  in  the  sixth 
year  after  consolidation  and  would  be  fully  phased  out  after  the  fourteenth  year. 

The  rest  of  the  FBC's  funds  will  be  generated  by  fees  levied  on  the  institutions 
it  examines.  Assessments  would  be  based  on  asset  size.  National  banks  and  thrifts 
will  pay  fees  on  the  full  amount  of  their  assets.  State-chartered  banks  will  pay  no 
fees  on  their  first  $1  billion  in  assets,  and  fees  on  assets  of  more  than  $1  billion 
will  be  at  no  more  than  half  of  the  rate  for  national  banks  of  comparable  size. 
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All  assessments  will  be  set  pursuant  to  standard  notice  and  comment  procedures 
to  solicit  industry  input,  and,  along  with  all  FBC  expenditures,  will  be  subject  to 
periodic  review  by  the  General  Accounting  Office,  Congress,  and  FBC  board  mem- 
bers. 

V.  Response  to  Concerns  About  the  Administration's  Proposal 

Change  is  always  unsettling,  even  change  for  the  better.  We  all  know  this  is  par- 
ticularly true  in  Washington,  when  responsibilities  are  proposed  to  be  shifted  from 
one  bureaucracy  to  another.  Critics  of  tne  Administration's  proposal,  which  include 
certain  members  of  the  Federal  Reserve,  have  raised  a  number  of  concerns  respect- 
ing those  aspects  of  the  Consolidation  Act  that  will  reduce  the  Federal  Reserve's 
bank  supervisory  and  regulatory  functions.  In  fact,  the  Federal  Reserve  Board  has 
even  published  a  counterproposal.  But  virtually  everyone  agrees  that  consolidation 
of  some  form  is  needed. 

The  arguments  opposing  the  Administration's  plan  all  assert  that  the  Federal  Re- 
serve must  retain  a  large  role  in  banking  regulation  and  supei^ision.  Several  of 
these  arguments  rely  on  intimidating  invocations  of  terms  such  as  "systemic  risk," 
or  the  "payments  system."  When  probed,  however,  none  of  the  arguments  are  per- 
suasive. We  have  carefully  crafted  the  Administration's  proposal  to  take  account  of 
the  Federal  Reserve's  legitimate  needs  and  concerns. 

A.  One  Federal  Regulator  Is  Better  Than  Two 

Critics  contend  that  we  need  more  than  one  Federal  banking  agency  in  order  to 
promote  "competition"  in  the  bank  regulation  and  supervision  arenas  and  to  pre- 
serve "the  healthy  process  of  dynamic  tension  in  bank  rulemaking."  This  argument 
sounds  very  strange  to  me.  Its  logic  would  require  any  really  important  Federal  reg- 
ulatory responsibility  to  be  split  between  at  least  two  agencies.  Thus,  we  should 
have  two  Securities  and  Exchange  Commissions,  or  three  Food  and  Drug  Adminis- 
trations. Fortunately  for  the  taxpayers,  the  Federal  Government  is  not  Noah's  Ark — 
two  of  everything  is  not  necessary,  or  sensible. 

The  argument  for  maintaining  multiple  banking  regulators  also  fails  as  a  prac- 
tical matter.  To  the  extent  multiple  regulators  have  difTerent  viewpoints,  banking 
organizations  can  express  their  regulatory  preferences  by  switching  their  charters 
so  they  come  under  the  jurisdiction  of  their  preferred  regulator.  However,  it  is  dif- 
ficult to  see  any  advantage  or  reason  to  continue  or  encourage  this  type  of  regu- 
latory arbitrage.  The  more  lenient  regulator  always  wins,  whether  or  not  its  views 
best  promote  safety  and  soundness  or  other  public  policy  goals  such  as  fair  lending. 

It  also  is  a  mistake  to  believe  competition  among  bank  agencies  is  needed  to  pro- 
mote financial  product  innovation.  Innovation  is  not  initiated  by  bank  regulatory 
agencies.  It  comes  from  the  marketplace,  not  a  Government  desk.  It  is  the  nonbank 
financial  services  providers,  which  dominate  the  industry,  as  well  as  foreign  banks, 
that  now  instigate  change  by  responding  to  and  anticipating  customer  needs.  State 
banking  industries  also  serve  as  testing  grounds  for  new  ideas. 

Some  critics  further  argue  against  full  consolidation  on  the  grounds  that  it  would 
eliminate  important  checks  and  balances  on  supervisory  powers.  This  argument  is 
predicated  upon  a  fundamental  misunderstanding  of  what  governmental  checks  and 
balances  are  all  about.  Regulatory  power  is  not  restrained  by  creating  additional 
agencies  to  perform  duplicate  functions.  Rather,  an  agency  acts  responsit>ly  because 
it  is  subject  to  congressional  oversight,  the  courts,  the  press,  and  market  pres- 
sures— particularly  from  the  nonbank  financial  services  sector  and  foreign  bank  reg- 
ulators. National  banks  and  thrifts  also  will  retain  their  ability  to  convert  to  State 
charters  in  order  to  switch  their  primary  regulator. 

Moreover,  as  mentioned  above,  the  PuC  will  be  governed  by  a  five  member  board 
that  will  include  a  representative  of  the  Federal  Reserve.  The  Consolidation  Act  also 
will  require  a  political  mix  on  the  FBC  board.  This  diverse  governing  body  will  not 
be  of  one  mind  on  every  issue  and  to  suggest  that  Commission  members  will  not 
express  their  views  when  they  disagree  with  each  other  is  to  say  that  FBC  members 
will  behave  differently  from  members  of  every  other  Government  commission  and 
board.  In  addition,  the  FDIC  will  retain  authority  to  conduct  backup  examinations 
when  it  deems  necessary.  The  staff  of  the  Federal  Reserve  will  participate  in  FBC 
bank  examinations,  communicate  freely  with  FBC  examiners,  and  take  backup  en- 
forcement action  when  needed.  In  other  words,  the  structure  of  the  FBC,  and  its 
relationship  with  the  FDIC  and  the  Federal  Reserve,  will  provide  plenty  of  balance. 

B.  The  Administration's  Proposal  Provides  an  Appropriate  Role  for  the 
Federal  Reserve 

I  know  each  of  you  have  heard  voices  saying  that  the  Administration's  proposal 
would  improvidently  remove  the  Federal  Reserve  from  the  bank  supervisory  busi- 
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ness  which,  in  turn,  would  cause  untold  harm  to  our  economic  system  and  increase 
the  risk  of  systemic  financial  crises.  This  is  not  true. 

The  Federal  Reserve,  and  others,  have  articulated  a  number  of  needs — this  con- 
solidation proposal  meets  those  needs.  The  Federal  Reserve  is  concerned  about  its 
access  to  the  Dank  supervisory  process,  which  it  believes  it  needs  to  conduct  mone- 
tary policy  and  control  systemic  risk.  It  also  has  sought  assurances  that  it  will  re- 
tain the  powers  necessary  to  manage  the  discount  window  and  payments  system. 
This  proposal  satisfies  all  of  these  concerns,  providing  the  Federal  Reserve  with  suf- 
ficient bank  supervisory  capabilities  and  preserving  all  of  its  core,  central  bank  pow- 
ers and  responsibilities.  Let  me  assure  you,  this  Administration  would  do  notning 
to  put  any  part  of  our  financial  system  in  jeopardy. 

1.  The  Federal  Reserve  V^ill  Have  Ample  Bank  Supervisory  Powers  to  Perform  its 
Central  Bank  Functions 

Opponents  of  full  consolidation  argue  that  the  integritv  of  our  monetary  policy 
and  tne  stability  of  the  financial  system  depend  on  the  Federal  Reserve  maintaining 
a  role  in  banking  supervision.  The  Administration's  proposal  fully  addresses  this 
concern  and  actually  expands  the  scope  of  the  Federal  Reserve's  supervisory  author- 
ity in  banks  most  related  to  these  functions. 

Today,  the  Federal  Reserve  directly  supervises  only  7  percent  of  all  FDIC-insured 
depository  institutions,  and  only  15  percent  of  the  Nation's  bank  and  thrift  assets. 
Most  of  the  banks  under  its  supervision  are  small,  with  an  average  size  of  less  than 
$45  million  in  assets.  The  Federal  Reserve  supervises  only  12  of  the  52  U.S.  banks 
with  assets  of  more  than  $10  billion,  and  only  5  of  the  20  largest  institutions.  For 
information  concerning  the  remaining  93  percent  of  the  depository  institutions,  in- 
cluding most  of  the  largest  organizations,  the  Federal  Reserve  relies  on  reports  pre- 
pared by  the  other  banking  agencies — namely  the  OCC,  OTS,  and  FDIC. 

Some  contend  that  it  is  unrealistic  and  unduly  hopeful  to  believe  that  the  knowl- 
edge and  expertise  that  the  Federal  Reserve  needs  to  do  its  job  properly  can  be 
gained  from  studying  exam  reports  prepared  by  another  agency.  However,  this  is 
exactly  what  the  Federal  Reserve  does  today.  Review  of  Federal  Reserve  supervisory 
practices  at  the  largest  national  bank  holding  companies  reveals  that  the  Federal 
Reserve  relies  heavily,  indeed,  almost  entirely,  on  the  examination  reports  prepared 
by  the  OCC  for  information  regarding  national  banks  and  their  subsidiaries.  The 
Federal  Reserve  does  not  audit,  or  otnerwise  probe  behind  the  conclusions  of  the 
OCC  reports.  The  OCC's  conclusions  regarding  the  national  banks  are  adopted 
wholesale  and  often  incorporated  into  the  Federal  Reserve's  annual  bank  holding 
company  reports.  If  the  Federal  Reserve  can  rely  on  the  examination  reports  pre- 
pared by  the  OCC  and  the  other  Federal  banking  agencies  for  the  bulk  of  the  infor- 
mation it  obtains  regarding  the  banking  industry,  it  is  hard  to  see  why  it  cannot 
rely  on  the  more  comprehensive  reports  that  will  be  prepared  by  the  FBC.^^  The 
contention  that  sound  monetary  policy  rests  on  the  Federal  Reserve's  continued  di- 
rect supervision  over  a  small  subset  of  the  banking  industry  simply  is  not  credible.^® 

Moreover,  much  of  the  Federal  Reserve's  supervisory  activities  in  connection  with 
bank  holding  companies  with  national  bank  subsidiaries  are  duplicative  of  the  work 
already  performed  by  the  OCC  and  the  States.  This  duplication  results  from  the 
way  mooern  banking  organizations  are  structured  and  operated,  and  the  difTerent 
supervisory  approaches  taken  by  the  Federal  Reserve  and  the  OCC. 

Most  banking  organizations  are  structured  along  functional  lines  rather  than  ac- 
cording to  charter  type.  For  example,  a  banking  organization  may  engage  in  securi- 
ties trading  through  its  bank  and  nonbank  subsidiaries.  Since  the  activities  of  these 


^In  addition  to  receiving  FBC  examination  reports,  the  Administration's  proposal  will  enable 
the  Federal  Reserve  to  participate  actively  in  FBC  examinations  of  key  institutions.  Considering 
that  the  Federal  Reserve  currently  examines  only  6  of  the  Nation's  25  largest  banks,  the  Con- 
solidation Act  will  significantly  expand  the  Federal  Reserve's  information-gathering  capacity. 
The  Federal  Reserve  will  also  have  a  representative  on  the  FBC  board,  and  will  be  able  to  con- 
sult with  FBC  examiners,  many  of  whom  will  undoubtedly  be  drawn  from  the  Federal  Reserve's 
present  bank  examiner  ranks.  It  will  be  unlawful  for  the  FBC  to  withhold  information,  at  any 
level,  from  the  Federal  Reserve. 

^^Even  if  the  Federal  Reserve's  powers  were  expanded  to  include  responsibility  for  all  bank 
supervision,  it  could  not  obtain,  by  itself,  the  information  necessary  to  formulate  monetary  pol- 
icy. Banks  hold  only  36  percent  of  the  Nation's  credit  market  assets.  Relying  solely  upon  banks 
to  take  the  pulse  of  the  financial  services  sector  is  an  anachronism  that  the  Federal  Reserve 
had  to  abandon  long  ago  as  the  market  shares  of  nonbank  competitors  have  grown.  In  addition, 
sound  monetary  policy  depends  on  information  from  the  non-financial  sectors  of  the  economy 
and  the  Federal  Reserve  obtains  most  of  this  information  from  others — such  as  the  Departments 
of  Commerce  and  Labor.  While  it  supplements  this  data  with  its  own  surveys,  the  Federal  Re- 
serve does  not  Lake  the  position  that  it  needs  to  duplicate  the  data-gathering  operations  of  the 
other  agencies.  It  can  work  the  same  way  for  the  banking  sector. 
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various  entities  often  are  highly  integrated,  a  proper  examination  of  most  modem 
banking  organizations  must  encompass  the  bank's  interactions  with  its  nonbank  af- 
filiates, not  just  banking  operations  or  nonbanking  operations  taken  in  isolation.  For 
this  reason,  the  OCC  looks  at  the  holding  company  nonbank  subsidiaries  in  connec- 
tion with  its  examination  of  national  banks.  The  Federal  Reserve  frequently  repeats 
part  of  the  process,  however,  when  it  looks  at  the  same  subsidiaries  in  connection 
with  its  inspection  of  holding  company  nonbanking  entities. 

Similarly,  since  the  procedures  and  controls  of  the  banking  and  nonbanking  sub- 
sidiaries often  are  the  same,  it  is  not  necessary  to  examine  them  twice — first  for  the 
bank  subsidiaries  and  then  for  the  nonbank  subsidiaries.  Nonetheless,  under  the 
current  system,  this  is  exactly  what  happens.  The  OCC  examines  the  procedures 
and  controls  of  the  national  bank  subsidiaries  and  the  Federal  Reserve  inspects  the 
same  procedures  and  controls  in  connection  with  its  review  of  the  holding  company's 
nonbank  subsidiaries. 

The  Administration's  plan  satisfies  the  needs  articulated  by  the  Federal  Reserve 
for  a  significant  supervisory  role  and,  at  the  same  time,  dramatically  reduces  the 
duplication  and  eliminates  the  inconsistency  inherent  in  the  current  supervisory 
system.  By  allowing  the  Federal  Reserve  to  participate  in,  and  even  direct,  joint  ex- 
aminations, the  Consolidation  Act  will  give  the  Federal  Reserve  a  "hands-on"  role 
involving  up  to  30  percent  of  the  Nation's  bank  and  thrift  assets — double  the 
amount  unaer  its  present  direct  supervision.^'' 

I  do  not  accept  the  assertion  that  the  changes  proposed  to  the  Federal  Reserve's 
bank  regulatory  responsibilities  and  the  redefinition  of  its  bank  supervisory  author- 
ity will  so  reduce  the  Federal  Reserve's  "clout"  that  it  will  become  incapable  of  im- 
plementing monetary  policy.  While  any  reform  of  the  banking  system  must  inevi- 
tably shift  responsibilities,  the  Federal  Reserve  will  lose  only  a  fraction  of  its  powers 
and  responsibilities  and  will  gain  others.  It  will  retain  all  of  its  core  functions  and 

f)owers,  including  the  formation  of  monetary  policy,  open  market  operations,  estab- 
ishment  of  bank  reserve  requirements,  management  of  the  payments  system,  and 
operation  of  the  discount  window.  It  will  only  lose  its  rulemaking  authority  over 
State  member  banks  and  bank  holding  companies.  Given  that  all  State  member 
banks  hold  only  15  percent  of  the  Nation's  bank  and  thrift  assets,  it  is  difficult  to 
see  how  the  Federal  Reserve  could  be  rendered  inefTectual  by  the  loss  of  direct  con- 
trol over  these  institutions.  No  banker  would  ever  ignore  the  local  Federal  Reserve 
district  bank  President,  let  alone  the  Federal  Reserve  Board  in  Washington. 

2.  The  Federal  Reserve  Will  Retain  Full  Authority  to  Manage  the  Payments 
System  and  Operate  the  Discount  Window 

Under  the  Consolidation  Act,  the  Federal  Reserve  will  continue  to  have  complete, 
independent  authority  to  regulate  and  supervise  the  payments  system.  Notwith- 
standing, certain  critics  oppose  agency  consolidation  on  the  basis  that  it  could  im- 
pair the  Federal  Reserve's  ability  to  manage  the  payments  system.  Few  challenge 
this  argument  because  few  understand  what  the  "payments  system"  is,  or  what  the 
Federal  Reserve  does  in  connection  with  it.  Let  us  look  at  what  is  really  going  on. 

The  Federal  Reserve  basically  performs  four  different  functions  in  relation  to  the 
payments  system.  First,  it  is  responsible  for  insuring  sufficient  currency  is  in  cir- 
culation. When  depository  institutions  need  more  currency,  such  as  during  the  holi- 
day shopping  season,  they  can  order  currency  from  the  Federal  Reserve  Banks  and 
branches.  These  banks  and  branches  also  retire  currency  when  the  need  for  cash 


^''It  is  worth  noting  that  some  contend  the  Federal  Reserve  does  not  need  any  "hands-on"  su- 
pervisory experience  to  monitor  the  Nation's  economy.  At  present,  the  Federal  Reserve's  mone- 
tary pohcymakers  do  not  conduct  bank  examinations  nor  do  they  sit  down  with  Federal  Reserve 
bank  examiners  and  discuss  the  conditions  of  particular  banks.  They  get  the  banking  informa- 
tion they  need  to  formulate  monetary  policy  from  examination  reports.  "Divorcing  the  Federal 
Reserve  from  bank  supervision  would  in  no  way  diminish  its  ability  to  keep  abreast  of  banking 
developments  .  .  .  [and]  would  enable  the  Federal  Reserve  Board  to  devote  its  time  and  atten- 
tion exclusively  to  its  most  valued  function — the  formulation  and  implementation  of  monetary 
policy."  Federal  Reserve  Board  Vice  Chairman  Robertson  supra  note  13,  at  692. 

The  experiences  of  other  countries'  central  banks  do  not  support  the  contention  that  effective 
monetary  policy  requires  direct  bank  supervisory  authority.  While  comparisons  of  the  bank  regu- 
latory and  monetary  policy  apparatus  in  other  countries  is  difTicult,  the  diversity  of  systems  cer- 
tainly indicates  that  there  is  no  "right"  way  to  accomplish  these  tasks.  Only  four  of  the  twelve 
Basle  Committee  countries  conduct  banking  regulation  and  supervision  mainly  through  their 
central  bank.  Even  in  those  cases — and  in  many  of  the  other  countries  where  banking  regulation 
has  been  lodged  in  the  central  bank — the  bank  itself  is  responsible  to  or  overseen  by  a  govern- 
ment entity,  typically  the  P'inance  Ministry.  The  United  States  is  unique  among  developed  coun- 
tries in  having  both  fully  insulated  its  central  bank  from  ongoing  national  executive  control  and 
having  assigned  it  a  major  role  in  bank  regulation  and  supervision.  For  a  more  detailed  discus- 
sion of  the  role  of  other  central  banks  in  bank  regulation  and  supervision,  see  Appendix  G. 
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declines  and  depository  institutions  return  excess  currency  in  exchange  for  credit  to 
their  accounts.  Thus,  for  these  purposes,  the  Federal  Reserve  serves  as  a  cashier. 
It  does  not  need  to  supervise  banks  or  their  holding  companies  to  perform  this  func- 
tion. 

The  second  component  of  the  Federal  Reserve's  role  in  the  payments  system  con- 
cerns check-processing  services.  The  Federal  Reserve  has  complete  authority  to  reg- 
ulate all  aspects  of  the  check-processing  system,  including  the  receipt,  payment,  col- 
lection, and  clearing  of  checks.  Its  autnority  in  this  regard  is  complete.  This,  too, 
requires  no  further  regulatory  powers  over  banks. 

It  is  important  to  note  that  the  Federal  Reserve  competes  with  private  check 
clearing  services  in  the  processing  of  checks.  Clearing  centers  process  checks  by 
crediting  the  accounts  of  institutions  receiving  payments,  and  debiting  the  accounts 
of  paying  institutions.  The  success  of  these  competitors  is  further  evidence  that  the 
Federal  Reserve  does  not  need  bank  supervisory  powers  to  perform  these  check- 
processing  services. 

The  third  Federal  Reserve  function  in  the  payments  system  involves  electronic 
funds  transfer  services.  Federal  Reserve  offices  transfer  large  dollar  payments  be- 
tween different  institutions,  or  an  institution  and  the  U.S.  Treasury  or  other  Gov- 
ernment agency,  through  the  "Fedwire"  system.  Such  transfers  take  only  a  few  min- 
utes and  are  guaranteed  final  once  the  receiving  institution  receives  notice  of  a  cred- 
it to  its  account.  Fedwire  competes  with  other  electronic  fund  transfer  services,  such 
as  the  Clearing  House  Interbank  Payments  System  ("CHIPS")  and  the  Society  for 
Worldwide  Interbank  Financial  Telecommunications  ("SWEFT").  As  with  check 
clearing  centers,  the  existence  of  private  electronic  fund  transfer  services,  like 
CHIPS  and  SWIFT,  demonstrates  that  there  is  no  essential  link  between  bank  su- 
pervision and  operation  of  the  Fedwire  system. 

The  final  role  of  the  Federal  Reserve  in  the  payments  system  concerns  its  net  set- 
tlement services.  The  Federal  Reserve  Banks  provide  these  services  to  private  par- 
ticipants in  the  payments  system  (e.g.,  check  clearinghouses  and  wire  transfer  sys- 
tems) that  process  a  large  volume  of  transactions  among  their  member  institutions. 
The  Federal  Reserve  Banks  perform  net  settlement  by  posting  net  debit  and  net 
credit  entries  generated  by  these  private  organizations  to  the  accounts  of  individual 
institutions.  Essentially,  this  is  an  extensive,  sophisticated  computer  system  that 
keeps  track  of  the  flow  of  funds  between  institutions.  This  function,  too,  does  not 
depend  on  any  bank  supervisory  powers  the  Federal  Reserve  may  or  may  not  have. 

The  Federal  Reserve  does  not  need  bank  supervisory  powers  in  order  to  perform 
any  of  its  responsibilities  in  connection  with  the  payments  system.  This  is  obvious, 
since  today  the  Federal  Reserve  directly  supervises  only  15  percent  of  the  Nation's 
bank  and  thrift  assets  and  only  approximately  970  out  of  13,500  depository  institu- 
tions. No  evidence  suggests  that  the  Federal  Reserve  conducts  any  "hands-on"  su- 
pervisory examination  of  individual  banking  institutions  not  under  its  primary  su- 
pervision in  regards  to  the  payments  system. 

Some  also  have  asked  whether  the  Federal  Reserve  needs  bank  supervisory  pow- 
ers to  operate  the  "discount  window."  Like  the  Federal  Reserve's  oversight  oi  the 
payments  system,  its  management  of  the  discount  window  (where  Federal  Reserve 
Banks  make  short-term,  secured  loans  to  financial  institutions),  does  not  depend 
upon  the  Federal  Reserve's  bank  supervisory  jurisdiction.  As  noted  above,  the  Fed- 
eral Reserve  does  not  examine  the  vast  majority  of  institutions  that  borrow  from 
the  discount  window,  and  no  evidence  indicates  the  Federal  Reserve  conducts  any 
"hands-on"  supervision  of  individual  institutions  with  respect  to  their  use  of  the  dis- 
count window.  Under  the  Consolidation  Act,  the  Federal  Reserve  will  coordinate 
with  FBC  regulators  to  assess  the  financial  condition  of  all  banks,  much  as  it  coordi- 
nates with  tne  OCC,  OTS,  and  FDIC  today.  Moreover,  the  Federal  Reserve  lends 
only  on  a  fully  secured  basis,  and  traditionally,  accepts  only  the  highest  quality  col- 
lateral, e.g.,  Government  securities.  It  does  not  take  knowledge  about  banking  to 
evaluate  the  quality  of  readily  marketable  Government  securities.  And  it  does  not 
take  the  skills  of  an  entire  bank  examination  agency  to  be  a  fully-secured  lender. 

3.  The  Federal  Reserve  Will  Have  Abundant  Bank  Supervisory  Powers  to  Guard 

Against  "Systemic  Risk" 

The  term  "systemic  risk"  pops  up  in  virtually  every  statement  made  by  opponents 
of  the  Administration's  consolidation  proposal.  Like  the  "payments  system,"  few  un- 
derstand what  systemic  risk  is,  and  lewer  still  know  the  Federal  Reserve's  connec- 
tion with  it. 

Systemic  risk  refers  to  the  likelihood  of  a  sudden,  unexpected,  and  widespread  col- 
lapse of  confidence  in  the  financial  system,  with  a  potentially  large  effect  on  the 
economy  in  general.  Systemic  risk  can  be  triggered  by  a  wide  variety  of  events  and 
originate  either  inside  or  outside  the  banking  system.  One  recent  example  of  a  sys- 
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temic  event  occurred  in  October  1987,  when  the  Dow  Jones  stock  market  index 
dropped  almost  600  points  in  a  single  day.^*  What  made  this  a  potential  "systemic" 
crisis  was  the  possibility  of  contagion,  or  other  spill-over  effect.  Virtually  every  as- 
pect of  the  financial  system  was  affected  by  the  1987  stock  market  break.  This  sys- 
tem includes  banks  and  thrills,  insurance  companies,  investment  banks,  finance 
companies,  pension  funds,  mutual  funds,  and  various  Government  sponsored  agen- 
cies, as  well  as  the  markets  where  financial  instruments  trade,  sucn  as  the  stock 
markets,  markets  for  public  and  private  debt,  futures  exchanges,  international  mar- 
kets, and  over-the-counter  markets. 

Consolidation  opponents  try  to  raise  the  specter  of  impending  financial  crisis  bv 
stating  that  any  reduction  in  the  Federal  Reserve's  banking  regulatory  responsibil- 
ities would  decrease  its  ability  to  anticipate  and  cope  with  potential  systemic  finan- 
cial problems.  This  is  simply  not  correct. 

The  financial  market  encompasses  far  more  than  the  State-chartered  member 
banks  that  the  Federal  Reserve  directly  supervises  today.  As  previously  noted,  it  in- 
cludes stock  markets,  bond  markets,  commodities  markets,  the  insurance  industry, 
and  many  other  components.  Today,  the  Federal  Reserve  is  the  principal  super- 
visory authority  for  only  a  small  fraction  of  the  overall  market.  The  SEC,  OTS, 
OCC,  FDIC.  Department  of  the  Treasury,  and  additional  Federal  agencies,  together 
with  State  Dank  and  insurance  regulators  and  the  supervisory  authorities  in  other 
countries,  are  all  responsible  for  overseeing  portions  of  this  market.^^  The  Federal 
Reserve  does  not  have,  and  has  not  argued  that  it  needs  or  wants  supervisory  au- 
thority over  these  other  institutions  or  markets  to  deal  with  systemic  risk.  Recent 
events  suggest  that  this  arrangement  works  well.  Thus,  it  appears  that  the  Federal 
Reserve  is  satisfied  that  these  other  supervisory  authorities  and  the  information 
they  collect  and  supply  are  sufficient  for  it  to  contain  systemic  risk.  It  is  difficult 
to  understand  why  the  Federal  Reserve  would  be  unable  to  cooperate  with  the  FBC 
to  obtain  whatever  information  it  needs  about  the  banking  industry. 

The  consolidation  proposal  also  will  not  affect  the  Federal  Reserve's  ability  to 
react  to  a  systemic  shock.  The  Federal  Reserve  responds  to  systemic  crises  by  sup- 
plying liquidity  through  open  market  operations,  discount  window  lending,  or  some 
combination  of  the  two.  In  the  case  of  open  market  operations,  the  Federal  Reserve 
relies  on  the  market  to  allocate  the  new  liquidity.  No  Federal  Reserve  bank  super- 
visory capability  is  required.  The  effectiveness  of  this  approach  has  been  dem- 
onstrated in  a  number  of  recent  cases,  such  as  the  failure  of  Drexel  Bumham  Lam- 
bert in  1990  and  the  stock  market  break  in  1987. 

Not  every  financial  market  disturbance  constitutes  a  systemic  risk.  In  fact,  in  the 
post-Depression  era,  truly  systemic  events  have  been  relatively  rare.  Furthermore, 
the  possession  of  bank  supervisory  capabilities  would  not  likely  help  the  Federal  Re- 
serve to  anticipate  the  type  of  market  shocks  that  trigger  systemic  events,  such  as 
extreme  stock  or  commodity  price  movements  or  regional  recessions.  In  any  event, 
as  discussed  above,  the  Federal  Reserve  will  continue  to  have  significant  bank  su- 
pervisory powers  under  the  Administration's  plan. 

No  one  wishes  to  impair  the  means  for  dealing  with  a  systemic  crisis.  But  the 
Administration's  proposal  raises  no  such  issue.  The  Consolidation  Act  does  not  re- 
duce the  Federal  Reserve's  ability  to  monitor  and  anticipate  systemic  risk  nor  to 
react  to  a  systemic  problem  and  play  its  role  along  with  other  agencies. 

VI.  Conclusion 

The  need  to  restructure  the  Federal  banking  and  thrift  regulatory  system  has 
grown  more  urgent  over  the  past  several  decades,  as  distinctions  among  depository 
institutions  have  blurred  and  the  regulatory  system  has  grown  more  costly  and  com- 
plex, and  less  efficient  and  responsible.  In  this  time  of  economic  stability,  when 
bank  profits  remain  at  all-time  highs,  we  have  an  opportunity  to  take  bold,  com- 
prehensive action  to  improve  the  system. 

Reforming  our  Nation's  regulatory  structure  is  one  of  the  most  significant  steps 
that  could  be  taken  to  reduce  the  regulatory  burdens  on  insured  depository  institu- 


^*The  failure  of  Drexel  Burnham  Lambert  in  1990  arguably  constituted  a  eystemic  crisis,  al- 
beit a  much  less  significant  event  than  the  1987  stock  market  drop. 

^The  Federal  Reserve  is  by  no  means  the  only  agency  involved  in  crisis  management.  Other 
Government  agencies  can  and  do  play  a  role  in  containing  systemic  problems.  For  example,  by 
virtue  of  the  deposit  guarantee  it  conveys,  the  FDIC  bolsters  public  confidence  in  the  banking 
system's  ability  to  pay  insured  depositors.  The  OCC  contains  systemic  risk  when  it  removes  un- 
certainty in  financial  markets  by  quickly,  consistently,  and  uniformly  dealing  with  troubled  and 
failing  national  banks.  The  Working  Group  on  Financial  Markets,  comprised  of  representatives 
from  the  Treasury  Department,  the  Federal  Reserve,  the  SEC,  and  the  Commodities  Futures 
Trading  Commission,  also  monitors  financial  market  activities  and  addresses  systemic  risk  is- 
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tions  and  help  assure  their  continued  success.  The  Administration's  proposal  is  the 
best  way  to  accomplish  this  reform.  It  will  allow  banking  institutions  to  compete 
more  efTectively  and  it  will  promote  better  service  to  consumers.  It  will  create  a  reg- 
ulatory structure  that  is  more  efTective  than  the  current  hodgepodge  of  agencies  in 
overseeing  the  safety  and  soundness  of  individual  banking  organizations  and  safe- 
guarding the  stability  of  the  banking  system  as  a  whole.  The  Consolidation  Act  also 
will  advance  the  overall  agenda  of  reinventing  Government  by  streamlining  the  bu- 
reaucracy, reducing  costs,  and  improving  service.  For  all  these  reasons  I  urge  this 
Committee  and  the  Congress  to  move  quickly  on  the  Consolidation  Act,  and  I,  the 
rest  of  the  Treasury  Department,  and  other  Members  of  the  Administration,  look 
forward  to  working  with  you. 

That  completes  my  formal  statement.  I  would  be  pleased  to  answer  any  questions 
you  have. 
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Appendix  C:  Bank  Supervision  Responsibilities  in  the  Non-U.S.  Member 
Countries  of  the  Basle  Committee  on  Banking  Supervision 

Belgium 

Bank  supervision  is  the  responsibility  of  the  Banking  and  Finance  Commission, 
an  autonomous  commission. 

Monetary  policy  is  the  responsibility  of  the  National  Bank  of  Belgium,  the  central 
bank. 

Canada 

Bank  supervision  is  the  responsibility  of  an  independent  agency,  the  Office  of  the 
Superintendent  of  Financial  Institutions  (OSFl).  The  Supermtendent  is  appointed 
by  the  Finance  Minister  and  confirmed  by  the  Cabinet  for  a  7-year  term.  Govern- 
mental policy  regarding  financial  institutions  is  determined  by  the  Finance  Depart- 
ment. 

Monetary  policy  is  the  responsibility  of  the  central  bank,  the  Bank  of  Canada.  The 
Prime  Minister  appoints  the  Bank's  Board  of  Directors,  which  selects  the  Governor. 
The  Governor  is  confirmed  by  the  Cabinet  and  serves  a  7-year  term  which  does  not 
coincide  with  that  of  the  government. 

France 

Bank  supervision  is  the  responsibility  of  the  Banking  Commission,  which  is 
chaired  by  the  Governor  of  the  Bank  of  France  (central  bank)  and  includes  a  high 
ranking  Finance  Ministry  official  as  Vice  Chairman.  At  present,  the  Banking  Com- 
mission's staff  is  drawn  from  the  Bank  of  France,  although  1993  legislation  gives 
the  Commission  authority  to  recruit  from  other  sources  as  well.  Overall  regulatory 
policy  is  established  by  the  Committee  for  Banking  Regulation,  which  is  chaired  by 
the  Finance  Minister.  The  1993  legislation  strengthening  the  central  bank's  inde- 
pendence also  deleted  the  designation  of  the  Governor  of  the  Bank  of  France  as  Vice 
Chairman  (although  continuing  the  Governor  as  a  Committee  member). 

Under  the  recent  legislation,  monetary  policy  is  now  the  responsibility  of  the 
Bank  of  France,  which  must  aim  to  assure  price  stability  "within  the  government's 
general  economic  policy  framework.'  A  nine-member  Monetary  Policy  Council  (with 
six  independent  members  named  by  the  government)  makes  the  necessary  decisions; 
the  Finance  Minister  may  participate  in  the  Council's  meetings  but  not  in  its  deci- 
sions. 

Germany 

Bank  supervision  is  the  responsibility  of  the  Federal  Banking  Supervisory  Office 
(FBSO),  an  agency  of  the  Finance  Ministry.  The  FBSO  is  headed  by  a  President, 
who  is  nominated  by  the  German  Chancellor  and  appointed  for  an  unspecified  term 
by  the  German  President.  Certain  regulatory  changes  proposed  by  the  FBSO  must 
have  the  concurrence  of  the  central  bank  (Bundesbank).  The  FBSO  also  depends  in 
part  on  the  central  bank  for  data  collection  and  monitoring  of  compliance  with  bank- 
mg  regulations  (e.g.,  foreign  exchange). 

Monetary  policy  is  the  responsibility  of  the  Bundesbank,  the  central  bank,  with 
sole  authority  to  formulate  and  implement  monetary  policy.  The  President  of  the 
Bundesbank  is  nominated  by  the  German  Chancellor  and  appointed  by  the  German 
President  for  an  8-year  term,  which  does  not  coincide  with  the  term  of  the  govern- 
ment. 

Italy 

Bank  supervision  is  the  responsibility  of  the  Bank  of  Italy.  The  Bank  of  Italy  is 
a  public  institution  whose  shareholders  are  public  financial  institutions.  The  Gov- 
ernor is  appointed  for  an  unspecified  term,  generally  for  life,  by  the  Bank's  Senior 
Council,  whose  members  are  nominated  by  the  shareholders.  The  Prime  Minister 
and  the  Treasury  Minister  must  approve  the  nomination  of  the  Governor.  The 
Treasury  Ministry  has  the  responsibility  for  inspecting  the  Bank  of  Italy. 

Monetary  policy  is  the  responsibility  of  the  Bank  of  Italy.  The  Bank  sets  the  mon- 
etary and  credit  targets  and  official  interest  rates  within  the  guidelines  of  the  Inter- 
Ministerial  Economic  Planning  Committee  (CIPE).  CIPE  is  chaired  by  the  Prime 
Minister  and  includes  Ministers  of  the  Treasury,  Budget,  and  Finance.  CIPE  sets 
macroeconomic  policy  such  as  GDP  growth  and  inflation  targets. 

Japan 

Responsibility  for  bank  supervision  is  shared  by  the  Ministry  of  Finance  (MOF) 
and  the  Bank  of  Japan.  Licensing,  regulation,  and  supervision  are  the  direct,  pri- 
mary responsibility  of  the  Ministry  of  Finance.  The  MOF  Banking  Bureau  plays  the 
most  significant  role,  although  the  International  Finance  Bureau  of  the  MOF  super- 
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vises  bank's  foreign  exchange  and  international  operations.  Banks  are  also  super- 
vised to  some  degree  by  the  Bank  of  Japan,  which  has  entered  into  broad  super- 
visory agreements  with  all  individual  banks  and  many  other  financial  institutions 
as  a  condition  of  access  to  bank  credit  services  and  payment  facilities. 

Monetary  policy  is  the  responsibility  of  the  Bank  of  Japan.  While  nominally  inde- 
pendent, Bank  of  Japan  policy  is  heavily  influenced  by  the  MOF,  which  has  a  non- 
voting seat  on  its  board.  The  Governor  of  the  Bank  of  Japan  is  appointed  for  a  5- 
year  term  by  the  Cabinet,  reflecting  the  consensus  of  the  Prime  Minister  and  the 
leadership  of  the  ruling  party.  His  term  does  not  coincide  with  that  of  the  govern- 
ment. 

Luxembourg 

Bank  supervision  is  the  responsibility  of  the  Institut  Monetaire  Luxembourgeois, 
which  is  an  autonomous  authority;  however,  some  staff  members  of  the  Institut  are 
appointed  by  the  Ministry  of  International  Finance,  which  also  has  some  involve- 
ment in  bank  supervision  matters. 

Luxembourg's  monetary  policy  is  the  responsibility  of  the  Ministry  of  Inter- 
national Finance,  which  works  closely  with  the  Belgian  Ministry  of  Finance  and  the 
Belgian  Central  Bank.  Luxembourg  has  no  central  bank. 

Netherlands 

The  central  bank,  De  Nederlandsche  Bank,  is  responsible  for  both  the  supervision 
of  the  banking  system  and  monetary  policy.  The  management  of  the  Bank  is  over- 
seen by  a  Governing  Board,  consisting  of  a  President,  a  Secretary,  and  four  other 
members,  who  are  appointed  by  the  Minister  of  Finance  for  a  period  of  7  years.  The 
government  exerts  its  influence  over  the  Bank's  administration  through  its  Super- 
visory Board,  which  consists  of  twelve  members,  all  appointed  by  the  Ministry  of 
Finance. 

Sweden 

The  Financial  Supervisory  Authority,  which  is  subordinate  to  the  Ministry  of  Fi- 
nance, is  responsible  for  the  licensing  and  supervision  of  banks  (and  insurance,  se- 
curities, and  other  credit  companies).  The  authority  is  directed  by  a  Board  com- 
prised of  six  government-appointed  members  and  a  Director-General,  who  serves  as 
Chairman. 

The  Sveriges  Riksbank,  the  central  bank,  is  responsible  for  monetary  policy.  The 
Bank  is  independent  of  the  government,  reporting  to  the  Swedish  parliament. 

Switzerland 

Bank  supervision  is  the  responsibility  of  the  independent  Federal  Banking  Com- 
mission. The  Commission  members,  including  the  President,  are  appointed  by  the 
Cabinet  of  the  Executive  Branch  (Federal  Council)  for  4-year  terms.  The  President 
can  be  reappointed.  The  Commission  works  part-time,  and  its  work  is  carried  out 
by  a  secretariat  administratively  under  the  Finance  Ministry. 

Monetary  policy  is  the  responsibility  of  the  independent  central  bank,  the  Swiss 
National  Bank.  The  Bank's  Governing  Board  meets  periodically  with  the  govern- 
ment to  coordinate  major  policy  decisions.  The  President  of  the  Governing  Board  is 
nominated  by  the  private  sector  National  Bank  Council  and  appointed  to  a  6-year 
term  by  the  Federal  Council. 

United  Kingdom 

H.M.  Treasury  is  responsible  for  establishing  the  overall  legislative  framework  for 
the  operation  and  implementation  of  all  facets  of  the  financial  services  sector,  in- 
cluding banking,  securities,  and  building  societies.  In  addition,  H.M.  Treasury  is  re- 
sponsible for  establishing  monetary  policy.  Meanwhile,  the  Bank  of  England  plays 
a  role  in  implementing  monetary  policy  and  supervises  the  banking  industry.  Re- 
sponsibility for  supervising  the  securities  industry  rests  with  the  Securities  and  In- 
vestments Board  and/or  one  of  the  recognized  Self-Regulatory  Organizations. 

Bank  supervision  is  the  responsibility  of  the  Bank  of  England  (central  bank).  The 
Governor  is  appointed  by  the  Prime  Minister  for  a  5-year  term  that  does  not  coin- 
cide with  that  of  the  government. 

Monetary  policy  is  the  responsibility  of  the  Treasury.  Decisions  to  change  the  base 
interest  rate  are  made  by  the  Chancellor  of  the  Exchequer  (Finance  Minister)  in 
consultation  with  the  Prime  Minister  and  with  the  advice  of  the  Governor  of  the 
Bank  of  England.  The  Bank  of  England  carries  out  monetary  policy  for  the  govern- 
ment. 
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Primary  Responsibility  for  Bank  Supervision  and  Monetary  Policy  in 
Non-U.S.  Member  Countries  of  the  Basle  Committee  on  Banking  Supervision 


HNANCE  MIMSTRY 

CENTRAL  BANK* 

OTHER 

Bank  Supervision 

Germany  (a) 
Luxembourg 
Japan  (a) 
Sweden 

France  (b) 
Italy 

Netherlands 
United  Kingdom 

Belgium  (c) 
Canada  (c) 
Switzerland  (c) 

Monetary  Policy 

Luxembourg 
United  Kingdom 

France 

Belgium 

Canada 

Germany 

Japan 

Netherlands 

Sweden 

Switzerland 

Italy 
(Committee) 

(a)  Some  involvement  of  Central  Bank 

(b)  Significant  involvement  of  Ministry  of  Finance 

(c)  Independent  Authorities 


•In  no  case  is  bank  supervision  the  responsibility  of  an  independent  central  bank. 
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THE  WORTHEN  STORY 


Worthen  Banking  Corporation  is  the  largest  bank  holding  company  in 
Arkansas.     It  has  a  history  of  run-ins  with  the  Federal  Reserve  and  is 
currently  under  investigation  by  the  Fed  for  potential  insider-dealing. 

Worthen  is  notable  for  several  reasons. 

Worthen  Bank  came  to  President  Clinton's  rescue  with  a  $3.5  million 
line  of  credit  when  his  campaign  was  running  out  of  funds  after  Super 
Tuesday.    Thafs  $3.5  million  in  an  emergency,  not  a  $10,000  PAC 
contribution  or  a  $100,000  donation  to  the  DNC. 

Worthen  apparently  was  seeking  a  greater  voice  in  Washington. 
Before  November  election,  its  chairman  said,  "I  would  like  to  be  in  a 
position  to  think  I  could  call  the  President  of  the  United  States  and  give 
him  my  views  on  the  Federal  Reserve,  for  example." 

Why  single  out  the  Federal  Reserve? 

The  Federal  Reserve  required  Worthen  to  enter  into  a  consent 
agreement  in  1986  over  Worthen's  financial  condition.     Now  the  Fed  is 
investigating   insider-dealing   at   Worthen. 

Under  the  Administration's  proposal,  the  Federal  Reserve  would  be 
stripped  of  regulatory  oversight  over  Worthen  Banking  Corporation. 

At  a  time  when  a  special  prosecutor  is  investigating  the  ties 
between  politics  and  banking  in  Arkansas,  I'm  concerned  about  an 
Administration   proposal   to   increase  the   politization   of  federal   regulation, 
especially  when  its  friends  in  Arkansas  stand  to  benefit. 
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SUMMARY  OF  WORTHEN 

•Worthen  Banking  Corp  is  the  largest  bank  holding  company  in 
Arkansas  with  asset  value  of  $3.8  billion.     They  serve  40 
communities  at  101    locations  through  a  state-network  of  10 
community  banks.    They  are  also  very  active  players  in  Arkansas 
politics,  and  their  largest  stockholder  is  the  Stephens  family,  who 
owns  38%  of  the  stock. 

•Jack  Stephens  personal  line  of  credit  (of  $5  million)  at  Worthen 
Bank  is  generally  a  quarter  point  below  prime.     (WSJ  10/12/92) 

•Systematics  Inc.  a  Stephens  founded  data  processing  firm 
("founder"  Waiter  Smiley  listed  as  Clinton  top   100  supporter,  close 
to  Mack  McLarty  (according  to  Arkansas  Business  Journal)    has  been 
paid  more  than  $30  million  over  the  past  decade  by  Worthen; 

•Stephens  Link,  a  computer  program  linking  up  a  person  with  the 
services  of  Stephens  inc,  can  be  accessed  from  the  Worthen  Bank 
lobby  in  order  to  open  an  account  with  the  investment  firm;     (WSJ 
10/12/92) 

•Hoiiis  &  Co. (owned  by  the  Stephens  family)  was  an  industrial 
equipment  firm  that  sold  equipment  to  Arkia  Inc.     (a  publicly  held 
natural  gas  utility)  who  was  headed  by  Witt  Stephens.      In  the  mid- 
BO's  a  management  shift  occurred  and  ArkIa  began  putting  this 
contract  out  for  competitive  bid,  costing     Mollis     business.     This  led 
to  the  family  putting  the  business  up  for  sale.     A  potential  buyer 
went  to  Worthen  to  finance  the  purchase,  but  were  turned  down. 
According  to  court  records,  one  of  the  members  of  the  purchasing 
group  went  to  Jack  Stephens,  who  according  to  the  deposition  told  an 
aide  to  "take  care  of  that".    The  $4  million  loan  was  approved  the 
next  day.     Unfortunately  for  Worthen,  but  fortunately  for  Stephens, 
the  company  went  bankrupt  not  long  after  the  purchase  -  and  in  fact 
the  bankruptcy  trustee  has  stated  that  the  company  was  bankrupt 
when  Worthen  financed  the  loan.     (WSJ  10/12/92) 

•In  1987,  the  comptroller  of  the  currency  gave  Worthen  a  slap  on  the 
wrist  for  self-dealing  practices,  but  nothing  was  done  to  the 
Stephens  empire. 
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•According  to  the  WSJ,  because  of  a  shareholder  lawsuit,  Worthen 
was  required  to  get  a  discount  from  Stephens  Inc.  investment  in 
order  to  keep  using  the  firm  (this  was  reported  on   10/12/92) 

•On  March  20,  1992  Worthen  announced  the  signing  of  a  definitive 
agreement  to  acquire  Stephens  Diversified  Leasing,  subject  to 
regulatory  approval.      In  a  December  4th  Business  Wire  story  it  was 
noted  that  they  continue  to  seek  that  approval,  and  have  a  tentative 
schedule  for  the  shareholders  meeting  on  January  15th. 

•At  some  point  in  1992  the  St.  Louis  Federal  Reserve  began  an 
investigation  of  Worthen  and  its  expansion  plans,  this  report  is  what 
led  to  a  formal  investigation  by  the  Washington  Fed  office  of 
possible  Glass-Steagal  violations  in  connection  with  the  Stephens 
family  ownership  of  a  small  bank  in  Stuttgart  Arkansas  (the 
Stephans  family  owned  about  38%  of  Worthen's  stock) 
(NYT    5/31/93). 

•Another  class  action  shareholder  lawsuit  was  filed  on  January   11, 
1993  regarding  the  proposed  acquisition  of  Stephens  Diversified 
Leasing  Inc.  (which  is  primarily  owned  by  the  Stephens  family).  The 
suit  was  settled  out  of  court  and  a  memorandum  of  understanding 
was  drafted  up  requiring  full  disclosure  of  the  terms  and  conditions; 
delaying  vote  by  stockholders  on  the  purchase  until  after  the  details 
are  known;  and  a  requirement  that  Worthen's  investment  advisor 
issue  an  opinion  that  the  terms  of  the  acquisition  are  fair  to 
Worthen  from  a  financial  standpoint.     In  addition,  Worthen  agreed  to 
pay  the  plaintiffs  legal  fees  up  to  the  point  of  the  settlement. 

•On  4/1/93  Worthen  Banking  Corp  president,  CEO  and  chairman  Curt 
Bradbury  announced  that  the  Federal  Reserve  is  investigating  the 
bank  holding  company's  relationship  to  the  Stephens  family.       With 
Worthen  attempting  to  expand  by  merging  with  Union  of  Arkansas, 
the  Fed  was  asked  to  approve  the  merger  application.    They  did  so 
according  to  Bradbury  "in  reliance  upon  representations  and 
commitments  made  to  the  Board  by  Worthen  Banking  Corp,  Stephens 
Group  Inc,  and  Stephens  family  members"      Bradbury  also  stated  he 
believed  that  the  Board's  action  predated  the  shareholder  lawsuit 
over  the  acquisition  of  SDL      --  which  would  mean  late  1992.  (WSJ 
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4/1/93) 


•As  reported  by  the  WSJ  on  6/23/93  the  Fed  investigation  is 
continuing  with   meetings  with  Worthen  officials  as  well  as 
documents  being  turned  over.      They  also  report  that  a  "formal 
investigation"  was  launched  after  the  Board  approved  the 
acquisition  of  Union  of  Arkansas  corp.     Bradbury  quoted  as  saying  it 
could  be  a  "lengthy  process". 

•Staff  believes  the  investigation   is  on-going. 
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DEPARTMENT  OF  THE  TREASURY 

WASHINGTON 


May  13,    1994 


ASSISTANT  SECRETARY 


The  Honorable  Christopher  Bond 
United  States  Senate 
Washington,  D.C.  20510-3602 


Dear  Senator  Bond: 


During  Secretary  Bentsen's  March  1  testimony  before  the  Senate 
Banking  Committee,  you  asked  for  a  list  of  the  individuals  and 
executive  branch  departments  or  agencies  involved  in  tne 
interagency  working  group  that  developed  the  Administration's 
proposal  to  consolidate  the  Federal  banking  agencies  intor  a  new 
independent  agency.   The  Treasury  Department  took  the  lead  in 
developing  the  proposal.   However,  as  is  commonly  the  case  with 
legislative  proposals  developed  in  the  executive  branch  and 
presented  as  Administration  bills,  the  ultimate  proposal  was  an 
interagency  effort. 

In  the  process  of  developing  the  Administration's  program,  an 
informal  interagency  working  group  evolved.   Four  participants  in 
that  group,  led  by  Secretary  Bentsen,  initially  met  with  the 
President  on  October  19,  1993,  to  discuss  a  variety  of  banking 
issues,  including  regulatory  consolidation.   On  November  10, 
1993,  the  working  group  held  the  first  of  a  series  of  meetings  to 
develop  the  consolidation  proposal. 

We  did  not  maintain  a  list  of  the  individuals  or  agencies 
involved  in  the  interagency  effort,  nor  did  we  maintain  a  list  of 
meetings  or,  in  most  cases,  a  roster  of  individuals  attending 
particular  meetings.   Nonetheless,  in  response  to  your  inquiry, 
we  have  compiled  a  list  of  the  individuals  and  agencies  involved 
in  the  interagency  effort  to  develop  the  proposal.' 

According  to  our  reconstruction  of  the  interagency  effort,  the 
following  is  a  list  of  the  individuals  and  agencies  who  were  the 


'We  have  sought  to  reconstruct  the  interagency  effort 
through  calendars,  notes,  individuals'  recollections  and  --  in 
the  few  available  cases  —  rosters  of  people  who  attended 
meetings.   Because  we  did  not  keep  a  formal  record  of  most 
meetings  or  participation  in  meetings,  it  is  possible  that  our 
reconstruction  may  have  omitted  a  few  individuals  who 
participated  in  the  interagency  working  group.   It  is  also 
possible  that  the  extent  of  a  few  individuals'  participation  in 
the  interagency  effort  was  somewhat  greater  or  less  than  that 
reflected  in  our  reconstruction  of  the  interagency  effort. 
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most  involved  in  the  interagency  process.   This  category  includes 
individuals  who,  according  to  our  reconstruction,  attended  at 
least  three  interagency  meetings  and  also  were  involved  in  more 
than  one  issue. 


Treasury  Department 

Main  Treasury 

Peter  A.  Bieger 
Richard  S.  Carnell 
Gordon  Eastburn 
David  A.  Lebryk 
Michael  B.  Levy 
John  B.  Lewis 
Fe  Morales  Marks 
Brian  P.  Mathis 
Stephen  J.  McHale 
Roberta  K.  Mclnerney 
Frank  N.  Newman 
Brian  S.  Tishuk 

Office  of  the  Comptroller  of  the  Currency 

Konrad  S.  Alt 
John  Carlson 
James  Kamihachi 
Eugene  A.  Ludwig 
Judith  A.  Walter 
Julie  L.  Williams 

Office  of  Thrift  Supervision 

William  J.  Durbin 
Jonathan  L.  Fiechter 
Carolyn  Lieberman 


Office  of  Management  and  Budget 

Alice  Cho 

Christopher  F.  Edley 
James  J.  Jukes 
Peggy  Kuhn 
Alan  Rhinesmith 
Douglas  Steiger 
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White  House 

Council  of  Economic  Advisers 

Constance  Dunham 
Joseph  E.  Stiglitz 

National  Economic  Council 

Ellen  Seidman 

Office  of  Legislative  Affairs 

Paul  Carey 

Additional  individuals  from  the  agencies  listed  above  and^from 
other  agencies  also  participated  in  the  interagency  process  that 
resulted  in  the  Administration's  proposed  legislation.^   The 
following  individuals  were  involved  in  the  process,  but  attended 
no  more  than  two  interagency  meetings,  if  any,  or  worked  only  on 
discrete  topics  (such  as  personnel  issues) : 

Treasury 

Main  Treasury 

Elizabeth  N.  Buchbinder 
Jamir  R.  Couch 
Becky  J.  Ellis 
Linda  Oakey-Heraphill 
Victor  A.  Rojas 
MaryBeth  Triano 

Office  of  the  Comptroller  of  the  Currency 

William  P.  Bowden,  Jr. 
Ronald  R.  Crain 
Leonora  S.  Cross 
Brenda  Curry 
Eileen  Gallagher 
Thomas  D.  Lantzas 
Wayne  Leiss 
Roy  C.  Madsen 
Gary  W.  Norton 
Ronald  P.  Passero 


-In  addition,  the  following  employees  from  the  Federal 
Deposit  Insurance  Corporation  attended  one  or  two  interagency 
meetings  on  personnel  issues:  John  Chiporus,  Betty  Johnston, 
Steven  A.  Seelig,  and  Alfred  P.  Squerrini. 
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Office  of  Thrift  Supervision 

Richard  Abood 
William  R.  Casey 
Walter  B.  Mason,  Jr. 
G.  Jeffrey  Miner 
Kevin  Petrasic 
Dorene  Rosenthal 
Gail  Sanders 
Karen  Solomon 

Justice  Department 

David  J.  Anderson 
V7alter  Dellinger 
John  C.  Dwyer 
Arthur  R.  Goldberg 
Webster  L.  Hubbell 
Dawn  Johnson 
John  A.  Rogovin 
Michael  Small 
Anne  L.  Weisman 


Office  of  Management  and  Budget 

Robert  Damus 
Jefferson  Hill 
Sally  Katzen 
Raymond  Kogut 
Adrien  Silas 
Gary  Waxman 


Office  of  Personnel  Management 

Abby  L.  Block 
Gay  Gardner 
John  Landers 


White  House 

Council  of  Economic  Advisers 

Alan  S.  Blinder 
Laura  D' Andrea  Tyson 
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National  Economic  Council 

Paul  Dimond 
Robert  Rubin 

White  House  Counsel's  Office 

Joel  T.  Klein 

Domestic  Policy  Council 

Paul  Weinstein,  Jr. 

1  hope  this  information  is  helpful  to  you.   Please  let  me  know  if 
you  have  any  questions  or  if  you  need  additional  information. 


Sincerely, 


Michael  B.  Levy 
Assistant  Secretary 
(Legislative  Affairs) 
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Fax- (415)  431-1048 


May  16,  1994 

Frank  Newman 

Under  Secretary  of  the  Treasury 
Department  of  the  Treasury 
15(X)  Pennsylvania  Avenue,  NW 
Washington,  DC   20220  ■ 

Eugene  Ludwig 
Comptroller  of  the  Currency 
250  E.  Street,  SW 
Washington,  D.C.   20219 


Re:      OPPOSmON  TO  PROPOSED  SINGLE  REGULATORY 
AGENCY  CO^tPRO^^SE 

Dear  Frank  and  Gene, 

As  you  are  aware,  the  Greenlining  Coalition  has  been  among  the 
most  openly  supportive  community  groups  regarding  Secretary 
Bentsen's  proposed  single  regulatory  agency. 

We  support  a  single  regulatory  agency  for  efficiency  reasons 
and  because  we  believe  that  the  Federal  Reserve  unduly  inrluences  the 
CRA  process,  particularly  at  merger  time.    (Our  N.Y.  Times  ad 
criticizing  the  Federal  Reserve's  undue  CRA  authority  will  be 
appearing  on  May  19th.) 

We  strongly  oppose  any  compromise  that  permits  the  Federal 
Reserve  to  maintain,  much  less  increase  its  CRA  authority.    The  recent 
so-called  compromise  proposal  appears  to  cede  undue  and  unnecessary 
CRA  authonty  to  the  one  regulatory  body  that  opposes  President 
Clinton's  and  Lhe  Treasury's  commendable  CRA  posidons. 


Sincerely, 


;^'' 


Robert  Gnaizda 
General  Counsel 
Greenlining  Coalition 


John  C.^amboa 
Co-Chair 
Greeniming  Coalition 
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Under  Secretary  Newman 
Comptroller  Ludwig 
May  16,  1994 
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^rtensia  Lx»pez 
Executive  Officer 
California  Hispanic 
Chambers  of  Commerce 


;'illis  WWle 
President 
California  Black 
Chambers  of  Commerce 


cc:        Senator  Boxer 
Senator  Riegle 
Congressman  Gonzalez 
Congressman  Kennedy 
Congresswoman  Waters 


BANKE^G  INDUSTRY  REGULATORY 
CONSOLIDATION 


WEDNESDAY,  MARCH  2,  1994 

U.S.  Senate, 
Committee  on  Banking,  Housing,  and  Urban  Affairs, 

Washington,  DC. 

The  Committee  met  in  room  538,  of  the  Dirksen  Senate  Oflfice 
Building  at  10:08  a.m..  Senator  Donald  W.  Riegle,  Jr.  (Chairman 
of  the  Committee)  presiding. 

OPENING  STATEMENT  OF  CHAIRMAN  DONALD  W.  RIEGLE,  JR. 

The  Chairman.  The  Committee  will  come  to  order. 

Let  me  welcome  all  those  in  attendance  this  morning,  and  begin 
by  acknowledging  the  presence  of  our  panel  of  regulators  and  wel- 
come them  here  this  morning. 

We  have,  of  course,  Alan  Greenspan,  Chairman  of  the  Federal 
Reserve  Board;  Eugene  Ludwig,  the  Comptroller  of  the  Currency; 
Andrew  Hove,  Jr.,  the  Acting  Cnairman  of  the  FDIC;  and  Jonathan 
Fiechter,  the  Acting  Director  of  the  Office  of  Thrift  Supervision. 

This  is  a  very  important  hearing  today  because  we  want  to  move 
ahead  on  the  issue  of  consolidation  of  the  bank  regulatory  agencies, 
addressing  the  fact  that  we've  got  a  great  deal  of  overlap  and  dupli- 
cation. 

Even  more  worrisome  is  the  concern  that  things  don't  get  at- 
tended to  properly  because  no  one  regulator  has  the  authority  to 
really  act  as  the  lead  player,  therefore  major  problems  can  arise. 

I  have  asked  our  Federal  financial  regulators  here  today  to  tes- 
tify on  the  establishment  of  a  new  Federal  Banking  Commission. 

Yesterday,  Secretary  Bentsen  testified  that  the  necessity  of  con- 
solidating the  bank  regulatory  system  is  growing  more  and  more 
urgent.  He  testified,  and  I  quote: 

The  current  Federal  bank  regulatory  structure  is  senselessly  convoluted,  places  a 
serious  drag  on  the  Nation's  banking  industry,  and  the  economy  in  general,  has 
failed  to  anectively  protect  the  stabiuty  of  the  banking  system,  and  iU  serves  the 
financial  services  needs  of  the  American  people. 

He  also  testified,  and  I  again  quote: 

The  real  risk  lies  not  in  change  but  in  missing  the  opportunity  to  effect  badly 
needed  reform. 

There  is  no  other  country  in  the  world  that  has  a  regulatory  sys- 
tem that  is  as  convoluted  and  confused  as  ours  and  I  think  it  is 
important  to  recognize  that  if  this  continues  it  will  lead  to  a  signifi- 
cant reduction  in  competitiveness  of  our  federally-insured  deposi- 
tory institutions. 
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Regulatory  consolidation  streamlining  is  not,  by  itself,  a  cure-all, 
but  it's  a  very  important  step  in  what  needs  to  be  done,  in  addition 
to  other  steps  we  are  taking  and  other  legislative  vehicles  in  this 
Committee,  to  create  a  healthy  and  profitable  banking  industry. 

Secretary  Bentsen,  yesterday,  made  the  point  that  in  the  inter- 
ests of  creating  a  more  efficient  bank  regulatory  system  for  the  fu- 
ture, the  Treasury  Department  itself  is  willing  to  give  up  regu- 
latory control  over  federally-insured  deposit  institutions  that  now 
hold  some  62  percent  of  Federal  bank  and  thrift  assets. 

I  think  this  is  an  unprecedented  gesture  on  the  part  of  the  Treas- 
ury to  create  a  more  efficient,  independent  bank  regulatory  system, 
and  I  believe  that  all  the  regulators,  and  in  particular  the  Federal 
Reserve,  has  to  make  a  similar  effort  to  work  cooperatively  in  order 
for  us  to  streamline  and  modernize  the  system,  thereby  eliminating 
some  of  the  costly  and  unnecessary  bureaucracy. 

Yesterday,  virtually  every  Senator  who  spoke  stated  the  view 
that  the  status  quo  is  unacceptable  and  something  must  be  done 
to  improve  efficiency  and  avoid  duplication  of  effort. 

If  our  depository  institutions  are  to  remain  competitive  in  the 
21st  Century,  I  think  our  regulatory  supervisory  system  has  got  to 
go  through  this  kind  of  intelligent  streamlining  and  consolidation. 
Now  is  the  time  to  get  this  done. 

I  intend  to  move,  shortly  after  the  completion  of  these  hearings, 
with  a  mark-up,  and  I  will  put  a  Committee  Print  in  front  of  the 
Committee  because  we're  going  to  move  ahead  on  this  issue. 

I  want  to  just  say  one  other  thing,  and  that  is  I'm  deeply  respect- 
ful of  the  prerogatives  of  each  regulatory  body,  and  we  take  these 
questions  very  seriously  in  this  Committee. 

I'm  willing  to  listen  very  carefully  to  any  legitimate  concerns  and 
questions,  that  have  to  be  dealt  with  and  resolved  here,  with  care 
and  balance. 

What  I  would  not  want  to  see  is  a  stubbornness  in  the  defense 
of  turf.  I  must  just  say  to  you,  I  have  yet  to  see  an  agency  of  Gov- 
ernment that  does  not  have  these  bureaucratic  tendencies.  Every 
single  one  does.  And  the  Congress  isn't  immune  from  it  either. 

But  that's  no  excuse  for  an  insistence  on  the  status  quo  and  an 
unwillingness  to  move  cooperatively.  I've  seen  too  many  instances 
where  we  have  regulators  sit  right  at  this  table  and  quibble  to  the 
point  where  somebody  has  to  yield  a  little  more  than  somebody 
else,  either  in  terms  of  turf  or  resolving  a  matter  in  terms  of  the 
substance  of  the  issue.  Very  often,  we've  had  to  just  force  people 
to  finally  break  these  impasses  and  come  to  decisions  in  order  to 
get  sensible  decisions  made. 

Maybe  that's  part  of  our  function.  We  have  to  do  that  because 
bureaucracies  become  rigid  and  self-protective.  I  don't  want  to  see 
that  happen  here. 

Chairman  Greenspan,  you  and  I  have  had  to  thread  the  needle 
on  very  complicated  issues  to  make  sure  that  we  were  building  in 
safety  and  soundness,  and  at  the  same  time  providing  the  operat- 
ing latitude  that  the  Fed  felt  it  needed  to  do  certain  things. 

That  certainly  was  true  with  the  late  Bill  Taylor.  I  recall  one 
conversation  that  you,  he,  and  I  had  about  how  to  reach  a  sound, 
sensible  balance  in  the  structure  and  process  of  law. 
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I'm  asking  for  the  same  thine  here.  I  want  to  get  this  done.  What 
I  do  not  want  to  see  at  the  end  of  the  day  is  people  digging  in,  iin- 
wilhng  to  reach  sensible  balanced  answers.  And  I  think  there's  a 
real  damaging  cost.  We're  here  to  try  to  find  good  answers,  and  I 
presume  everybody  brings  that  intention  to  the  table  today. 

I'd  be  very  interested  in  going  through  the  points  in  your  pre- 
pared statements.  I  must  say  to  Chairman  Greenspan,  who  is  a 
friend  and  colleague  who  I  greatly  respect,  we  didn't  receive  the 
Fed  testimony  until  late  last  night.  And,  as  I  said  to  you  before- 
hand, and  I'll  say  again,  there's  really  no  excuse  for  that.  I  know 
the  Fed's  not  understaffed.  This  is  an  issue  where  we're  interested 
in  carefully  reviewing  all  points.  We  want  to  be  able  to  evaluate 
them,  to  be  able  to  take  them  up  in  a  hearing  with  sufficient  time 
for  analysis  that,  unfortunately,  we  have  not  had  in  this  case. 

I  don't  hold  you  personally  responsible,  but  somebody  down  there 
has  to  be  able  to  function  a  little  quicker  than  that,  especially 
when  you've  got  long-standing  rules  that  regard  these  kinds  of 
things. 

Let  me  stop  at  that  point,  and  let  me  ask  my  colleagues  for  their 
comments. 

Senator  Faircloth,  opening  statement? 

OPENING  STATEMENT  OF  SENATOR  LAUCH  FAIRCLOTH 

Senator  Falrcloth.  Good  morning,  and  thank  you,  Mr.  Chair- 
man. 

I  especially  want  to  greet  Mr.  Greenspan.  Having  looked  at  the 
fourth  quarter  GDP,  the  7.5  percent  annual  rate  of  growth  on  that, 
I  think  it  thoroughly  vindicates  your  decision  to  raise  interest 
rates. 

There  is  much  liquidity  in  the  economy  and  more  than  most  peo- 
ple had  recognized.  You  saw  it  early.  We  have  seen  inflation  in  fi- 
nancial assets,  we're  seeing  inflation  in  the  commodity  market,  and 
we  will  soon  begin  to  see  it  in  the  wholesale  and  the  retail  sector. 

I  predict  that  a  year  from  now,  some  of  the  same  people  that 
were  opposed  to  your  decision  and  were  criticizing  you  for  making 
the  decision  will  wonder  why  you  didn't  do  something  to  stop  infla- 
tion earlier  before  its  roots  became  more  entrenched. 

Mr.  Chairman,  this  morning,  we  continue  our  discussion  about 
the  future  of  bank  regulations.  Some  want  a  very  modest  reform; 
others  want  to  tear  apart  what  has  been  built  up  over  the  years 
in  order  to  experiment  with  something  new  and  an  untried  system. 

One  thing  is  certain.  If  the  current  environment  in  regulatory 
agencies  shows  us  anything,  it's  that  we  should  absolutely  not  do 
anything  to  weaken  the  power  of  an  independent  Federal  Reserve. 

Recent  events  concerning  the  Madison  Guarantee  Savings  & 
Loan — and  I  promise  not  to  devote  this  hearing  this  morning  to  a 
rehash  of  that — but  the  recent  events  concerning  that  and  the  man- 
ner in  which  the  Administration  has  handled  it,  has  made  it  abun- 
dantly clear  that  we  need  to  keep  an  independent  control  over  the 
fiscal  systems  of  the  country. 

Just  last  week,  we  learned  from  Roger  Altman,  he  went  to  the 
White  House  to  give  a  "heads-up,"  whatever  that  means,  about  pos- 
sible legal  action  against  the  First  Family.  We  saw  from  the  FDIC, 
in  a  very,  very  weak  report  and  examination  of  Ms.  Clinton  and 
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Webb  Hubbell,  some  conflicts,  that  Senator  D'Amato  said  any 
schoolboy  could  see.  And,  despite  the  fact  that  the  records  were 
never  checked  and  the  First  Lady  was  never  interviewed,  we  saw 
these  reports  that  clearly  indicated  that  no  attempt  had  been  made 
to  get  to  the  bottom  of  it. 

But  the  issues  that  we're  facing  today  cast  a  pall  over  the  idea 
of  taking  any  power  from  an  independent  Federal  Reserve  and  con- 
solidating it  under  a  new  Federal  Banking  Commission  controlled 
by  not  President  Clinton — ^he's  the  President  today — but  the  system 
we're  talking  about  building  would  be  controlled  by  whatever  Presi- 
dent of  whatever  ilk  might  get  into  the  White  House.  He  would 
have  the  ability  to  manipulate  it  and  to  move  it. 

I  think  that  is  the  worst  possible  situation  that  we  could  have 
happen  and  the  most  devastating  thing  we  could  do  to  the  fiscal 
integrity  and  responsibility  in  this  country. 

In  the  current  climate,  with  Congress  refusing  to  meet  its  regu- 
latory oversight  responsibilities,  I  would  not  vote  to  take  one  iota 
of  authority  away  from  the  Federal  Reserve  and  an  independent 
Federal  Reserve. 

We  mentioned  that  other  countries  are  more  efficient.  Well,  the 
Federal  Government  might  be  the  world's  most  inefficient  oper- 
ation, but  if  we're  going  to  tolerate  inefficiency  and  give  ourselves 
time  to  think,  and  maybe  even  with  overlapping  responsibilities,  if 
that  slows  down  the  process  and  ensures  integrity  in  the  financial 
institutions  of  this  coimtry,  then  that's  what  I  support  and  am  for. 
I  am  opposed  to  any  change  that  would  do  anything  to  deplete  the 
power  and  authority  of  the  Federal  Reserve. 

I  thank  you. 

The  Chairman.  Senator  Shelby. 

OPENING  STATEMENT  OF  SENATOR  RICHARD  C.  SHELBY 

Senator  Shelby.  Mr.  Chairman,  the  first  thing  I  want  to  do  is 
welcome  all  the  regulators  here.  I  want  to  commend,  publicly,  the 
role  that  Chairman  Greenspan  is  playing  in  this  legislative  fight. 

I  commend  you  and  I  hope  that  you  will  stick  to  your  guns,  Mr. 
Chairman,  that  you  will  not  be  steamrolled  into  something  legisla- 
tively proposed  that  might  not  be  in  the  best  interests  of  the  mone- 
tary system  in  this  country  or  the  banking  system. 

While  I  agree,  Mr.  Chairman,  that  the  present  system  is  ineffi- 
cient, I  have  serious,  serious  reservations  about  consolidating  the 
supervisory  functions  of  the  Federal  banking  regulators  into  one 
agency. 

While  the  present  system  is  unnecessarily  complicated,  it  does 
provide  a  system  with  checks  and  balances  that  have  been  bene- 
ficial to  the  safety  and  to  the  soundness  of  the  banking  system. 

While  I  strongly  support  reducing  the  regulatory  burden,  I  be- 
lieve it  must  take  a  back  seat  always  to  safety  and  soundness. 

I  also  think,  Mr.  Chairman,  it's  interesting  to  note  that,  while  we 
in  Washington  may  perceive  the  present  system  as  being  unneces- 
sarily burdensome  on  banks,  a  lot  of  the  banks  do  not  seem  to 
agree. 

I've  heard  from  a  number  of  banks  in  my  State  and  elsewhere 
in  the  country  on  this  issue.  Ironically,  each  bank  I've  talked  to 
tells  me  that  it  is  regulated  by  the  best  regulators,  and  that  the 
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quality  of  supervision  it  receives  is  superior  to  that  provided  by  the 
other  regulators. 

Bank  regulators  must  be  like  Congress.  Collectively  you  aren't 
held  in  the  highest  esteem,  but  individually  you  are  well-liked  and 
respected  by  some  of  the  people  that  you  regulate. 

I  have  a  number  of  concerns,  Mr.  Chairman,  over  the  current 
proposals  for  regulatory  consolidation.  First,  I'm  concerned  over  the 
potential  consequences  to  the  banking  system  of  having  one  regu- 
lator, one  board  whose  members  would  be  nominated  by  the  Presi- 
dent and  confirmed  by  the  Senate,  and  which  would  include  the 
Secretary  of  the  Treasury. 

I  believe  it  could  be  unduly  influenced  by  the  political  agenda  of 
the  party  in  power,  whichever  party  that  might  be.  This  isn't  a  crit- 
icism of  either  party,  but  I  strongly  believe  that  bank  regulation 
should  be  independent,  independent  from  the  political  process. 

Moreover,  the  present  system  provides  checks  and  balances  that 
have  contributed  to  the  safety  and  soundness  of  the  banking  sys- 
tem. These  checks  and  balances  would  be  lost,  I  believe,  under  a 
system  with  one  regulator. 

Second,  I'm  concerned  that  the  Federal  Reserve's  ability  to  con- 
duct monetary  policy  could  be  hamstrung  if  the  Fed  were  to  lose 
its  supervisory  role  over  banks.  I  do  not  buy  the  argument  that  the 
Federal  Reserve  will  have  sufficient  information  to  conduct  mone- 
tary policy  just  by  reading  the  reports  provided  by  another  agency. 
The  Fed  is  held  in  extremely  high  regard  as  a  regulator.  I  believe 
it  would  be  unwise  to  curtaiil  its  supervisory  capacity. 

Third,  though  not  less  significant,  is  the  importance  of  protecting 
the  dual  banking  systems.  States  have  served  as  important  labora- 
tories of  innovation  over  the  years.  One  monolithic  Federal  regu- 
lator would  jeopardize  the  vitality  of  the  dual  banking  system. 

Mr.  Chairman,  regulatory  consolidation  is  an  interesting  concept. 
I  know  you  would  agree  that  in  undertaking  this  task,  it's  ex- 
tremely important  that  we  do  it  right  or  not  do  it. 

I  commend  you  for  the  excellent  series  of  hearings  you've  sched- 
uled this  week,  and  trust  that  well  receive  a  great  deal  of  assist- 
ance from  the  witnesses. 

I  look  forward  to  the  question  and  answer  period,  but  I  believe 
that  we  should  be  looking  at  this  concept  very,  very  carefully. 

The  Chairman.  Thank  you.  Senator  Shelby. 

It's  instructive,  if  I  may  just  make  an  observation  before  yielding 
to  Senator  Murray,  I  look  at  the  table.  We've  got  four  bank  regu- 
lators out  here,  and  each  of  you  are  Presidential  appointees.  We 
don't  have  any  bank  regulators  that  aren't  Presidential  appointees. 
That  means  we  get  a  chance  to  vote  on  whether  we  confirm  them 
or  not.  But  we  wouldn't  be  changing  that.  Every  single  one  of  you 
has  had  to  be  confirmed,  and  that  would  be  the  same  in  the  future. 

Senator  Shelby.  But,  Mr.  Chairman,  if  you  would  yield? 

The  Chairman.  Sure. 

Senator  Shelby.  We  understand  that  from  this  Committee,  be- 
cause just  about  every  one  of  them  have  come  through  this  Com- 
mittee that  you  chaired  and  we  serve  on.  We  realize  that. 

But  the  Fed  is  a  unique  organization  here,  long-terms.  Much 
longer  terms  and  a  unique  role,  and  I  believe  that  the  central  bank 
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plays  a  tremendous  role  in  our  economy  and  in  the  stability  and 
the  safety  and  soundness  of  our  banking  industry. 

The  Chairman.  I  think  that's  a  view  that's  generally  shared;  it 
is  certainly  my  view,  as  well,  but  that  doesn't  cut  against  the  issue 
of  how  we  do  our  regulatory  process.  In  any  event,  well  thrash  that 
out. 

Senator  Murray. 

OPENING  STATEMENT  OF  SENATOR  PATTY  MURRAY 

Senator  Murray.  Thank  you,  Mr.  Chairman.  Especially  thank 
you  for  holding  this  series  of  hearings  on  what  I  think  might  be 
some  of  the  most  important  legislation  this  Committee  considers 
this  year. 

I  agree  with  you  we  don't  want  turf  wars  and  we  need  to  stream- 
line the  process.  I  think  we  have  to  be  careful  that  we  achieve  what 
we  set  out  to  do  in  the  process.  That's  why  I'm  looking  forward  to 
hearing  what  you  have  to  say  today. 

I  come  to  this  because  a  year  ago,  when  I  was  appointed  to  this 
Committee,  my  office  was  immediately  filled  with  bankers  from  my 
State,  from  Seattle  to  Spokane,  telling  me  that  they  were  overregu- 
lated,  that  there  was  a  maze  of  regulatory  agencies,  and  that  we 
had  the  most  complex  system  in  the  world. 

So,  when  the  Administration  put  out  this  legislation,  I  expected 
them  to  applaud  it  wholeheartedly,  and  was  quite  surprised  at 
their  reaction,  which  was  very  negative.  I'm  curious  as  to  why  the 
industry  that  this  legislation  is  supposed  to  help  is  not  falling  all 
over  themselves  to  get  it  passed,  because  I  do  believe  that  why 
we're  considering  this,  is  that  we  need  to  get  past  that  maze  of 
overregulation. 

Does  this  legislation  achieve  that?  That's  clearly  the  question  I 
think  that  we  need  to  hear  and  we  need  to  answer. 

I  look  forward  to  your  testimony  today  and  to  working  with  you 
on  this  issue. 

The  Chairman.  Thank  you.  Senator  Murray. 

Senator  D'Amato. 

OPENING  STATEMENT  OF  SENATOR  ALFONSE  M  D'AMATO 

Senator  D'Amato.  Thank  you  very  much,  Mr.  Chairman. 

I  welcome  our  distinguished  panel  here,  some  we've  been  seeing 
more  regularly  than  others.  i 

One's  missing  but  that's 

Mr.  Chairman,  first  of  all,  let  me  congratulate  you  for  your  per- 
spicacity in  continuing  in  this  effort  to  improve  the  antiquated 
banking  regulatory  structure.  I  believe  that  everyone  recognizes    jj 
that  there's  room  for  improvement.  All  of  our  colleagues  have  ex-    1 
pressed  support  in  the  attempt  to  make  some  improvement.  ' 

Second,  as  Secretary  Bentsen  indicated,  there's  enormous  confu- 
sion and  misunderstanding  about  the  contents  and  the  impacts  of 
the  various  proposals. 

The  Treasury's  final  proposal  was  only  made  available  yesterdav,  ■, 
so  that's  moving  and  changing,  and  that's  good.  That's  as  it  should  I 
be,  some  give  and  take. 

I  have  not  seen  the  Federal  Reserve's  response  and,  obviously, 
they're  going  to  need  some  time  to  look  at  and  to  digest  it. 
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My  view  is  that  this  process  to  date  has  been  more  argument 
than  debate,  and  it's  generated  more  heat  than  Hght.  I  would  hope 
that  we  could  begin  to  hone  in  on  what  should  be  done,  what  can 
be  done  to  improve  the  process  and  yet  to  guarantee  the  important 
functions  that  are  indispensable  to  the  Federal  Reserve. 

And,  yes,  to  maintain  that  kind  of  independence  that  is  abso- 
lutely essential,  essential  in  every  area,  as  it  relates  to  its  inves- 
tigatory abilities  and  powers  and  charges,  as  it  relates  to  its  over- 
sight, and  as  it  relates  to  dealing  with  systemic  problems.  This  is 
important. 

So,  as  the  cosponsor  of  the  consolidation  bill,  I  would  hope  that 
we  would  continue  to  urge  the  banking  industry,  the  agencies  who 
emphasize  the  overriding  benefits  of  making  the  kinds  of  improve- 
ments that  will  make  it  possible  for  the  bankers  to  do  banking 
without  there  being  a  continual  process  of  various  groups  coming 
in  to  do  the  same  thing  that  essentially  was  done  by  one  earlier. 

Working  together,  I  think  with  the  cooperation  between  this 
Committee,  the  Fed,  and  the  Treasury  Department,  we  can  develop 
and  pass  the  bill. 

I  asked  Secretary  Bentsen  yesterday,  and  I  ask  Chairman  Green- 
span todav  to  attempt  to  boil  down  their  differences  and  attempt 
to  reconcile.  I  think  we  can  do  the  business  of  the  people  in  that 
way.  I  am  hopeful  that  with  good  will  and  real  effort  it's  possible 
that  we  can  keep  the  best  of  this  system  and  yet  improve  upon  it. 

Thank  you,  Mr.  Chairman, 

The  Chairman.  Senator  Roth. 

OPENING  STATEMENT  OF  SENATOR  WILLIAM  V.  ROTH,  JR. 

Senator  RoTH.  Thank  you,  Mr.  Chairman. 

Like  you,  I  agree  that  reform  is  needed.  Although  I  am  less  cer- 
tain than  you  that  the  Treasury's  proposal  provides  all  the  right 
answers. 

Yesterday  I  noted  my  concern  about  the  impact  of  the  proposal 
on  the  health  of  the  dual  banking  system.  I  did  this  not  to  raise 
dust  but  to  express  a  doubt  shared  by  many.  While  I  believe  that 
Secretary  Bentsen  intends  no  harm  to  the  dual  banking  system, 
there  nevertheless  may  be  imintended  consequences. 

I  am  not  persuaded  that  the  fact  that  State  regulatory  authority 
is  not  diminished  and  that  the  totality  of  Federal  regulation  has 
not  increased  answers  that  concern.  Nor  do  I  find  analogies  with 
the  SEC  or  the  FDA  apt.  What  seems  to  be  overlooked  in  discuss- 
ing the  Treasury  proposal  is  that,  unlike  any  other  area  of  regula- 
tion, the  proposed  Federal  regulator  of  State-chartered  institutions 
will  also  have  the  function  of  creating  Federal  institutions.  I  cannot 
think  of  another  area  of  Federal  regulation  where  this  is  so.  It's 
unique.  I'm  concerned  that  the  natural  tendency  of  the  Federal  par- 
ent to  favor  its  own  children,  rather  than  other  children,  may  cre- 
ate pressure  for  these  other  children  to  seek  adoption  within  the 
Federal  family,  with  the  result  that  the  vitality  of  the  dual  banking 
system  is  diminished. 

Mr.  Chairman,  the  Treasury  proposal  is  appropriately  touted  as 
one  of  the  Administration's  Reinventing  Grovemment  initiatives.  In 
the  Committee  on  Grovemmental  Affairs  we  are  processing  several 
others.  In  discussing  these  proposals,  a  recurring  theme  is  the  con- 
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cept  of  one-stop  shopping.  This  concept  benefits  the  regulated,  not 
necessarily  the  regulators. 

As  today  we  have  before  us  Chairman  Greenspan,  it  may  be  ap- 
propriate to  discuss  one-stop  shopping  for  bank  holding  companies 
and  their  subsidiaries.  I  am  uncertain  that  it  is  the  right  solution 
in  this  context,  but  if  any  of  the  witnesses  have  given  it  some 
thought,  I  would  appreciate  hearing  their  insight. 

I  look  forward  to  the  testimony. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Thank  you  very  much,  Senator  Roth. 

Gentlemen,  again,  we  welcome  you  all.  We'll  make  your  state- 
ments a  part  of  the  record.  And  we'll  go  right  down  the  table. 
Chairman  Greenspan,  we'll  start  with  you  and  maybe  I  can  get  you 
to  pull  that  mike  over  so  the  people  in  the  back  of  the  room  cam 
hear  you  clearly. 

STATEMENT  OF  ALAN  GREENSPAN,  CHAIRMAN,  BOARD  OF 
GOVERNORS,  FEDERAL  RESERVE  BOARD,  WASHINGTON,  DC 

Chairman  Greenspan.  Thank  you  very  much,  Mr.  Chairman. 

As  you  indicated,  I'd  like  my  complete  text  to  appear  for  the 
record,  and  I'll  try  to  excerpt  from  it.  Even  so,  I  regret,  because  of 
the  complexity  of  the  subject,  I'm  a  little  longer  than  I  would  ordi- 
narily be  with  a  four-person  panel. 

It's  certainly  a  pleasure  to  appear  today  before  this  Committee 
to  give  the  views  of  the  Federal  Reserve  Board  on  proposals  to  con- 
solidate the  banking  regulators  into  a  single  agency.  We  have  pre- 
pared a  detailed  analysis  of  such  proposals,  which  I've  attached  to 
my  statement.  My  remarks  this  morning  will  highlight  that  analy- 
sis. 

The  proposals  to  create  one  Federal  bank  regulator  have  the 
clearly  stated  objectives  of  reducing  the  Government's  costs  of  regu- 
lating and  supervising  banks,  of  reducing  bankers'  costs  and  bur- 
dens from  duplicative  examination  and  overlapping  supervision, 
and,  in  general,  making  the  supervisory  process  more  efficient  and 
more  accountable.  The  Federal  Reserve  Board  shares  these  goals. 
We  disagree,  however,  with  the  approach  of  one  regulator  for 
achieving  these  objectives.  The  Board  believes  that  it  is  possible  to 
achieve  virtually  all  of  these  proposals'  objectives  without  creating 
the  risks  of  one  regulator  that  so  trouble  us. 

In  reaching  this  conclusion,  the  Federal  Reserve  tested  various 
proposals  against  the  fundamental  principle  that  the  purpose  of 
regulation  is  to  enhance  the  capability  of  the  regulated  entity  to 
contribute  effectively  to  the  Nation's  long-term  economic  growth 
and  stability.  We  have  concluded  that  for  this  to  be  accomplished, 
four  subsidiary  principles  must  be  achieved. 

First,  there  should  not  be  a  single,  monolithic  Federal  regulator. 

Second,  every  bank  should  have  a  choice  of  Federal  regulator. 

Third,  there  should  be  only  one  Federal  regulator  for  all  of  the 
depository  institutions  in  any  single  banking  organization. 

Fourth,  the  U.S.  central  bank  should  continue  to  have  its  essen- 
tial hands-on  involvement  in  supervision  and  regulation. 

A  consolidated,  single  regulator  would  deprive  our  regulatory 
structure  of  what  the  Fed  considers  to  be  the  current  invaluable  re- 
straint on  any  one  regulator  conducting  inflexible,  excessively  rigid 
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policies.  Laws  on  bank  regulation  and  supervision  must  be  drawn 
very  generally,  leaving  the  specifics  to  agency  rulemsiking.  This 
vests  the  agencies  with  a  broad  mandate  ana  not  inconsiderable 
discretionary  power.  Hence,  a  safety  valve  is  vitally  needed  to  avoid 
the  exercise  of  arbitrary  action.  A  denial  of,  or  severe  limitation  of 
charter  choice  closes  off  the  safety  valve,  inevitably  leading  to  a 
greater  micromanagement  of  banks  and  a  lessening  market  for 
bank  credit.  We  must  avoid  a  regulatory  structure  that  inhibits 
economic  growth. 

The  present  structure  provides  banks  with  a  method — albeit  one 
neither  easily  accomplished  nor  often  taken — of  shifting  their  regu- 
lator, an  effective  test  that  provides  a  limit  on  the  arbitrary  posi- 
tion or  excessively  rigid  posture  of  any  one  regn^lator.  The  pressure 
of  a  potential  loss  of  institutions  to  other  agencies  has  inhibited  ex- 
cessive regulation  and  acted  as  a  countervailing  force  to  the  bias 
of  a  regulatory  agency  to  overregulate. 

The  dual  banking  system  and  multiple  Federal  regulators  have 
facilitated  diversity,  inventiveness,  and  flexibility  in  our  banking 
system  so  important  to  a  market  economy  subject  to  rapid  change. 
A  single  Federal  regulator  would  effectively  end  the  dual  banking 
system.  It  would  become  an  empty  shell  if  a  State-chartered  entity 
had  no  choice  of  Federal  regulator  or — ^reflecting  a  recent  FDICLA 
provision — different  asset  powers.  The  dual  banking  system  cannot 
survive,  in  my  judgment,  consolidation  at  the  Federal  level.  I,  as 
well  as  my  colleagues  on  the  Board,  believe  that  would  be  a  tragic 
loss. 

In  addition  to  the  effective  loss  of  the  dual  banking  system,  the 
single  regulator  contemplated  in  the  current  proposals  would  be 
disconnected  from  broad  economic  policy  issues.  This  is  a  problem 
because  a  regulator  that  does  not  have  macroeconomic  responsibil- 
ity for  its  actions  is  likely  to  inhibit  prudent  risk-taking  by  banks, 
thus  limiting  economic  growth  and  stability.  The  central  historic 
purpose  of  banking  is  to  take  risks  through  the  extension  of  loans 
to  businesses  and  others.  Economic  growth  in  our  system  could  not 
occur  without  risk-taking  by  entrepreneurs  and  small  and  large 
businesses.  Risk-taking  requires  financing.  Thus,  either  an  unwill- 
ingness or  an  inability  of  lenders  to  take  risks  would  slow  the  ex- 
pansion of  our  Nation  s  employment  and  income. 

Indeed,  a  single  regulator  with  a  narrow  view  of  safety  and 
soundness  and  with  no  responsibility  for  the  macroeconomic  impli- 
cations of  its  decisions  would  inevitably  have  a  long-term  bias 
against  risk-taking  and  innovation.  It  receives  no  plaudits  for  con- 
tributing to  economic  growth  through  facilitating  prudent  risk-tak- 
ing but  it  is  severely  criticized  for  too  many  bank  failures.  The  in- 
centives are  clear. 

The  Federal  Reserve's  stabilization  objectives  cause  us  to  seek  to 
avoid  either  excessive  tightness  or  ease  in  our  supervisory  posture. 
The  former  leads  inevitably  to  credit  crunches,  and  the  latter  to 
credit  policies  that  contribute,  with  a  lag,  to  bank  losses  and  fail- 
ure. This  is  not  to  say,  as  some  have  advocated,  that  the  Fed  itself 
should  be  the  only  regulator.  A  single  regulator  Fed  would  be  prone 
to  arbitrary  and  capricious  behavior  as  would  any  other  single 
bank  regulator.  We  would  thus  oppose  such  an  initiative  since,  as 
a  single  regulator,  we  would  inevitably  drift  to  increasing  day-by- 
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day  control  of  banking  institutions  who  would  soon  become  less  in- 
novative and  competitive — a  severe  loss  to  the  Nation. 

Not  only  is  it  important  that  one  of  our  regulators  have  macro- 
economic  responsibility  in  order  to  carry  out  the  regulatory  func- 
tion properly,  but  also  our  central  bank  must  continue  to  have 
hands-on  involvement  in  supervision  and  regulation  in  order,  effec- 
tively, to  carry  out  its  macroeconomic  responsibilities.  Joint  respon- 
sibilities make  for  better  supervisory  and  monetary  policy  than 
would  result  from  either  a  supervisor  divorced  from  economic  re- 
sponsibilities, or  a  macroeconomic  policymaker  with  no  involvement 
in  the  review  of  individual  banks'  operations.  Without  the  hands- 
on  experience  of  regulation  and  supervision,  and  the  exposure  to 
the  operations  of  banks  and  markets  provided  by  such  experience, 
the  Federal  Reserve's  essential  knowledge  base  would  atrophy.  Its 
deliberations  would  become  increasingly  academic,  and  the  Na- 
tion's central  bank  would  soon  resemble  an  ivory  tower  rather  than 
an  institution  necessarily  involved  with  the  day-to-day  activities  of 
our  economic  and  financial  system.  It  is  our  knowledgeable  examin- 
ers and  supervisors — knowledgeable  about  banks,  financial  mar- 
kets, and  the  payment  systems  that  connect  them — ^that  provide 
the  expertise  that  the  Fed  needs.  And  the  fact  is  that  we  simply 
could  not  retain  such  staff  if  they  were  not  actively  involved  in  the 
process;  reading  reports  or  joining  as  junior  participants  in  a  hand- 
ful of  examinations  would  not  be  sufficient,  in  our  judgment. 

Removing  the  Federal  Reserve  from  supervision  and  regulation 
would  greatly  reduce  our  ability  to  forestall  financial  crises  and  to 
manage  a  crisis  once  it  occurred.  In  a  crisis,  the  Fed  could  always 
flood  the  market  with  liquidity  through  open  market  operations 
and  discount  window  loans.  But,  while  rapid  liquidity  creation  is 
often  a  necessary  response  to  a  crisis,  supervision  and  regulation 
responsibilities  give  the  Fed  insight  and  the  authority  to  use  less 
blunt  and  more  precisely  calibrated  techniques  to  manage  such  cri- 
ses and,  more  importantly,  to  avoid  them.  The  use  of  such  tech- 
niques requires  both  the  clout  that  comes  from  supervision  and  reg- 
ulation, and  the  understanding  of  the  linkages  between  supervision 
and  regulation  and  macroeconomic  growth  and  stability. 

The  Fed  is  required  to  play  the  key  role  when  systemic  break- 
down threatens.  The  attachment  to  my  statement  provides  some 
detail  about  Federal  Reserve  involvement  in  financial  crises  over 
the  last  decade.  As  you  review  it,  I  request  that  you  consider  cer- 
tain key  questions. 

Could  the  Fed,  without  supervisory  responsibilities,  have  success- 
fully managed  the  Mexican  debt  crisis  of  1982,  the  1985  collapse 
of  Ohio  and  Maryland  privately  insured  thrifts,  the  stock  market 
crash  of  1987,  or  the  Drexel  failure  of  1990? 

Would  the  banking  community  have  been  persuaded  to  respond, 
as  they  did  in  each  of  these  cases,  by  a  central  bank  with  much 
more  limited  authorities  to  affect  events?  Would  the  Fed  have  been 
able  to  play  a  role  in  persuading  many  of  the  banks  to  complete 
the  payments  necessary  to  prevent  payments  gridlock  without  su- 
pervisory knowledge  and  especially  authority? 

Finally,  would  a  single  bank  regulator,  with  no  macroeconomic 
stabilization  responsibilities,  have  given  the  proper  weights  to  fi- 
nancial market  stability  and  economic  growth/  Without  market  ex- 
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pertise,  would  such  a  regulator  have  recognized,  early  enough, 
many  of  the  problems  central  to  resolution  of  these  crises? 

In  my  judgment,  Mr.  Chairman,  the  risk  that  the  answer  to  all 
of  these  questions  is  "no"  is  too  great  to  take. 

There  are  ways,  short  of  the  creation  of  a  single  agency,  to  ad- 
dress the  problems  in  the  current  regulatory  structure  and  reduce 
the  costs  of  regulations.  The  crux  of  the  issue  is  duplicative  exam- 
ination of  banks.  This  problem  could  be  eliminated  by  a  regulatory 
system  that  maintained  two  Federal  regulators,  but  provided  that, 
in  general,  only  one  of  those  regulators  supervised  all  the  deposi- 
tory institutions  in  any  banking  organization. 

While  there  are  many  ways  to  achieve  an  improved  regulatory 
structure,  one  such  approach  supported  by  the  Federal  Reserve 
Board  that  could  be  implemented  with  a  relatively  modest  series  of 
reforms  would  contain  the  following  provisions: 

Merge  the  OCC  and  the  OTS.  This  organization  would  become 
the  Federal  Banking  Commission. 

Remove  the  FDICffrom  examining  healthy  institutions. 

Put  all  independent  national  banks,  all  lead  national  banks  that 
are  a  part  of  a  holding  company,  and  all  thrifts  under  the  purview 
of  the  Federal  Banking  Commission;  and  put  all  independent  State 
banks,  and  all  lead  State  banks  in  a  holding  company  under  the 
purview  of  the  Federal  Reserve. 

Provide  that  the  supervisor  of  the  lead  depository  in  a  banking 
organization  also  be  the  supervisor  and  regulator  of  all  of  the  de- 
pository institutions  in  the  organization  regardless  of  the  charter 
class  of  those  affiliates. 

Finally,  treat  all  U.S.  activities  of  foreign  banks  as  now,  with  ad- 
justments where  necessary  to  reflect  the  changes  in  the  regulatory 
structure  described  above. 

The  Board  has  not  yet  adopted  a  final  position  on  the  supervision 
and  regulation  of  bank  holding  companies  and  their  nonbank  affili- 
ates. There  are  two  broad  options,  and  a  strong  case  can  be  made 
for  each: 

Under  the  first  option,  all  holding  companies  and  their  nonbank 
affiliates  could  remain  under  the  Fed's  jurisdiction,  continuing  to 
provide  uniform  rulemaking  for  competitive  equity  and  a  substan- 
tial role  for  the  Fed  in  shaping  the  financial  structure,  so  useful  for 
stabilization  and  systemic  risk  purposes. 

Under  the  second  option,  the  jurisdiction  of  virtually  all  holding 
companies  could  be  split  between  the  Fed  and  the  Federal  Banking 
Commission  on  the  basis  of  the  charter  class  of  the  lead  bank. 
However,  for  systemic  risk  reasons,  jurisdiction  over  the  holding 
companies  and  nonbank  affiliates  of  a  modest  number  of  banking 
organizations  that  meet  certain  criteria — such  as  large  size  and 
payment  and  foreign  activity — would  be  retained  by  the  Fed  even 
if  the  lead  bank  of  the  organization  had  a  national  charter  organi- 
zation. 

Under  either  option,  the  number  of  banking  organizations  subject 
to  multiple  regulators  would  drop  sharply. 

Whichever  holding  company  option  is  selected,  the  general  pro- 
posal would  have  the  Fed  supervise  and  regulate  State  nonmem- 
bers  with  these  banks  being  a  significant  addition  to  our  existing 
regulatory  load.  This  expansion  of  the  Fed's  supervisory  function 
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rests  solely  on  the  notion  that  in  a  two-agency  structure,  it  is  desir- 
able to  have  supervision  and  regulation  responsibility  defined  clear- 
ly by  charter  class  in  order  to  preserve  the  dual  banking  system. 
The  Board  makes  no  case  that  responsibility  for  such  bainks — ^that 
account  for  almost  one-quarter  of  bank  assets — ^is  needed  for  finan- 
cial stability  and  monetary  policy  purposes.  However,  responsibility 
over  banks  of  various  sizes  and  locations,  as  under  our  existing  au- 
thorities, is  required  if  the  Fed  is  to  perform  its  functions  effec- 
tively. 

The  Board's  approach  would  achieve  essentially  all  of  the  bene- 
fits of  one  consolidated  regulator  while  incurring  virtually  none  of 
its  risks.  It  eliminates  duplicate  supervision  of  depositories  in  a 
single  banking  organization  and  greatly  reduces  overlapping  regu- 
lation. It  maintains  the  dual  banking  system  and  permits  any  bank 
to  change  Federal  regulator  by  changing  charter,  thus  ensuring  a 
set  of  checks  and  balances  on  the  arbitrariness  of  a  single  regu- 
lator. It  maintains  a  healthy  process  of  dynamic  tension  in  bank 
rulemaking.  It  maintains  the  practical  knowledge  and  skill,  and 
the  influence  and  authority  of  the  central  bank,  so  critical  to  crisis 
prevention,  crisis  management,  and  monetary  policy.  It  maintains 
the  valuable  perspective  the  central  bank  brings  to  supervision. 

In  short,  the  proposal  would  avoid  an  inflexible,  single  regulator, 
preserve  the  dual  banking  system,  assure  that  an  economic  per- 
spective is  brought  to  supervision  and  regulation,  and  maintain  a 
strong  central  bank. 

Thank  you  very  much,  Mr.  Chairman. 

The  Chairman.  Thank  you.  Chairman  Greenspan.  We'll  come 
back  to  those  points  a  little  later. 

Mr.  Ludwig,  we'd  like  to  hear  from  you  now.  We'll  make  your 
statement  a  part  of  the  record. 

STATEMENT  OF  EUGENE  A-  LUDWIG,  COMPTROLLER  OF  THE 
CURRENCY,  WASHINGTON,  DC 

Mr.  Ludwig.  Thank  you  very  much,  Mr.  Chairman  and  Members 
of  the  Committee,  for  this  opportunity  to  present  my  views  on  the 
need  to  reform  our  bank  and  thrift  regulatory  structure. 

Before  doing  so,  I  want  to  applaud  you,  Mr.  Chairman,  and  Sen- 
ator D'Amato  for  your  leadership  in  this  area.  Both  you,  Mr.  Chair- 
man, and  Senator  D'Amato  have  joined  forces  to  champion  reform 
with  your  own  initiatives.  Fm  heartened  by  this  considerable  de- 
gree of  common  understanding  which  is  shared  by  Chairman  Gon- 
zalez and  many  Members  of  the  House  Banking  Committee.  Clear- 
ly, this  is  not  a  partisan  issue  but  a  serious  problem  that  calls  out 
for  a  prompt  solution.  Indeed,  your  views,  and  those  of  Chairman 
Gonzalez,  have  weighed  heavily  in  the  development  of  the  Adminis- 
tration's own  proposal,  which  was  presented  to  this  Committee  yes- 
terday by  Secretary  Bentsen.  I  admire  your  willingness  to  take  on 
this  controversial  issue. 

You  are  doing  the  right  thing  simply  because  it  is  right.  So,  too, 
is  Secretary  Bentsen.  The  Treasury  would  not  see  its  power  and 
prestige  grow  if  the  Administration's  proposal  is  enacted — on  the 
contrary,  the  Treasury  would  relinquish  its  traditional,  institu- 
tional instruments  for  banking  regulation:  the  Office  of  the  Comp- 
troller of  the  Currency  and  the  Office  of  Thrift  Supervision.  But 
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Secretary  Bentsen  views  regulatory  consolidation  as  necessary  if 
we  are  to  create  a  better  American  financial  system,  and  so  he  has 
taken  a  step  practically  unheard  of  in  Washington:  recommending 
a  change  that  brings  himself  and  the  institution  he  heads  less, 
rather  than  more,  authority.  His  statesmanship  in  this  matter 
serves  as  an  example  to  all  of  us  in  Federal  Government  service. 

I  have  a  detailed  written  statement  that  discusses  the  reasons 
why  I  feel  so  strongly  about  this  reform.  In  the  interests  of  time, 
I  would  like  to  submit  that  written  statement  for  the  record,  and 
focus  my  comments  today  on  why  I  believe  the  need  for  reform  is 
urgent — even  though  this  need  may  not  appear  so  at  this  moment. 
I  will  answer  three  questions:  (1)  Why  does  the  current  system 
need  to  be  fixed?  (2)  Why  does  it  need  to  be  fixed  now?  and  (3)  Why 
is  the  Administration's  plan  the  right  way  to  fix  it? 

There  is  an  old  saying:  If  you  are  not  part  of  the  solution,  you 
are  part  of  the  problem.  Our  system  of  banking  supervision  is  sup- 
posed to  provide  stability  for  the  banking  system  and  the  economy. 
But  in  recent  years  it  has  repeatedly  failed  us — becoming  part  of 
the  problem,  instead  of  part  of  the  solution.  The  evidence  is  clear. 
Our  current  supervisory  system — ^fragmented,  cumbersome,  and 
slow  to  respond — ^failed  to  prevent  a  series  of  crises  over  the  last 
decade  that  inflicted  massive  harm  on  the  economy.  In  failing  to 
supervise  thrifts  effectively,  a  poorly-equipped  Federal  Home  Loan 
Bank  Board  failed  to  prevent  the  S&L  crisis.  In  failing  to  develop 
a  coordinated  response  to  the  bank  problems,  our  system  of  mul- 
tiple Federal  supervisors  failed  to  prevent  the  massive  wave  of 
bank  failures  in  the  1980's  and  the  ensuing  credit  crunch  that  con- 
tributed to  the  severity  of  the  last  recession. 

Not  only  does  the  current  structure  not  work,  it  has  worked 
against  the  very  safety  and  soundness  goals  bank  supervision  seeks 
to  achieve.  As  a  result,  supervision  failed  repeatedly  in  the  past 
decade.  And,  it  failed  us  when  we  most  needed  it,  when  crises  in 
agriculture,  energy,  and  real  estate — plus  a  recession — rocked  the 
economy.  The  repeated  failures  of  bank  and  thrift  supervision  cost 
the  American  economy  hundreds  of  billions  of  dollars. 

Every  commissioned  study  of  our  Federal  banking  r'jgulatory  sys- 
tem since  1949  has  recognized  the  need  for  major  consolidation  of 
our  supervisory  mechanism — and  let  me  emphasize  that  I  am  talk- 
ing about  eight  major  studies  by  eight  distinguished  Committees 
over  a  period  of  40  years. 

Moreover,  virtually  every  knowledgeable  observer  of  the  system 
has  concluded  that  the  current  system  does  not  work  and  that  it 
needs  to  be  fixed.  Fed  Governor  John  LaWare,  for  example,  has 
written: 

The  Administration  is  unquestionably  right.  Our  regulatory  structure  requires  too 
many  banking  organizations  to  deal  with  too  many  regulators,  each  of  which  has 
overlapping,  and  too  often  maddeningly  different,  regulations  and  interpretations. 
Sometning  ought  to  be  done  about  it. 

I  could  not  agree  more. 

We  have  attached  a  number  of  other  such  observations  as  an  ad- 
dendum to  our  written  statement.  Mr.  Chairman,  should  a  struc- 
ture so  universally  condemned  be  left  standing? 

At  present,  Mr.  Chairman,  we  are  in  the  midst  of  a  powerful  cy- 
clical recovery.  A  favorable  interest  rate  environment  and  other. 
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largely  transitory,  factors  have  boosted  the  profits  of  banks  and 
thrifts.  A  steadily  improving  economy  has  improved  credit  quality 
and  enabled  bank  managers  to  clean  up  their  balance  sheets.  And 
consolidation  of  the  banking  industry  continues  to  force  the  weaker 
players  from  the  market.  These  positive  trends  are  welcome,  but 
they  must  not  lull  us  into  a  false  sense  of  security. 

The  recent  positive  developments  are  transitory — they  will  not  go 
on  forever.  Interest  rate  environments  and  market  conditions  have 
their  ups  and  downs.  The  cycle  will  turn,  and  problems  will  appear. 
I  cannot  say  what  the  next  fire  will  be,  but  I  can  say  for  certain 
there  will  be  a  fire  next  time.  What  will  happen  if  we  have  not  re- 
built our  fragmented  and  broken  regulatory  system?  There  is  ever/ 
reason  to  believe  that  when  the  next  crisis  strikes,  the  costs  will 
again  be  enormous. 

We  need  to  fix  our  fi-agmented  and  broken  system  now,  while  the 
profitability  and  capitalization  of  depositories  are  strong.  We  can- 
not afford  to  wait  until  the  next  crisis  forces  us  to  turn  our  atten- 
tion to  what  we  should  have  done  before.  I  am  concerned  that,  if 
we  do  not  reform  our  system  of  supervision,  we  will  be  leaving  our- 
selves open  to  problems  of  the  same  magnitude  as  those  we  experi- 
enced in  the  1980's. 

Mr.  Chairman,  my  written  statement  also  discusses  in  detail 
three  key  areas  upon  which  sound  supervision  rests:  reporting,  reg- 
ulatory prescriptions,  and  supervisory  practices.  My  written  state- 
ment shows  why  our  current  system  too  often  yields  results  that 
are  needlessly  late  and  "second  best"  in  all  three  areas.  It  shows, 
in  nuts  and  bolts  terms,  why  the  current  system  does  not  work  and 
why  it  cannot  be  made  to  work — why  we  cannot  repair  and  why  we 
must,  instead,  rebuild. 

I  want  to  touch  brieflv  on  an  example  from  each  area.  First,  re- 
porting: As  you  know,  tne  Call  Report  is  a  lengthy  presentation  of 
assets,  liabilities,  income,  and  expenses  that  all  banks  must  file 
with  Federal  banking  authorities.  There  were  vast  differences  in 
Call  Reports  filed  by  national  banks.  State  nonmember  banks,  and 
State  member  banks  as  late  as  the  mid-1960's.  President  Johnson 
demanded  that  the  Federal  banking  agencies  hammer  out  a  com- 
mon document. 

Fourteen  years  later,  in  1978,  a  frustrated  Congress  created  the 
Federal  Financial  Institutions  Examination  Council  to  coordinate 
that  process.  Ten  years  later,  24  years  after  the  process  began, 
basic,  though  not  complete,  uniformity  was  reached  in  part  through 
log-rolling  by  the  agencies;  I  will  accept  your  additional  item  if  you 
accept  mine.  As  a  result  of  this  log-rolling,  the  number  of  different 
items  filed  by  banks  with  assets  under  $100  million  doubled  over  i 
the  last  9  years  from  320  items  to  762  items,  and  the  growth  has  1 
been  similar  for  institutions  in  every  size  class. 

By  the  way.  Congress,  in  1978,  also  called  on  the  regulators  to 
develop  a  common  examination  report.  Sixteen  years  later,  we  have 
reached  agreement  only  on  what  should  appear  on  the  cover  sheets        | 
of  this  report.  * 

Second,  an  example  from  the  area  of  regulatory  prescriptions: 
One  would  think  that  the  regulators  could  reach  agreement  on 
something  as  fundamental  as  capital  and  accounting  standards — 
but  one  would  have  to  think  again,  as  you  know  from  the  annual 
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reports  we  file  with  the  Banking  Committees.  The  last  report  de- 
scribed differences  in  27  areas  of  capital  and  accounting  stand- 
ards— this  after  more  than  a  decade  of  trying  to  achieve  uniformity 
and  a  statute  that  requires  uniformity. 

Third,  an  example  from  supervisory  practices:  Separate  super- 
visors result  in  disparate  supervision,  supervision  that  differs 
across  a  wide  range  of  standards — ^from  those  for  assessing  credit 
quality  to  those  for  assessing  the  quality  of  bank  operations.  For 
the  managers  of  holding  companies  owning  a  variety  of  banks,  the 
cost  of  disparate  supervision  can  be  great.  It  can  be  difficult  to 
manage  individual  banks  efficiently  when  the  supervisory  stand- 
ards faced  by  one  bank  are  not  the  same  as  those  faced  by  another. 

At  the  end  of  last  September,  413  holding  companies,  with  assets 
of  more  than  $2.4  trillion,  52  percent  of  all  assets  held  by  banks 
and  thrifts,  were  confronting  this  problem  every  day  of  the  week. 
In  some  cases,  examiners  from  the  different  agencies  have  at- 
tempted to  keep  supervisory  burdens  to  a  minimum  by  conducting 
joint  examinations,  sharing  examination  reports,  and  conducting 
joint  meetings  with  holding  company  management.  At  the  other  ex- 
treme, however,  there  are  companies  where  there  is  little,  if  any, 
sharing,  and  the  holding  company's  employees  and  managers  must 
provide  the  same  information  to  separate  teams  of  examiners  and 
meet  separately,  within  relatively  short  periods  of  time,  with  exam- 
iners from  all  different  agencies. 

Obviously,  Mr.  Chairman,  our  supervisory  system,  which  encour- 
ages such  duplication  and  inefficiency,  is  ill-equipped  to  deal  effec- 
tively with  integrated  financial  services  organizations.  Because  of 
separate  jurisdictions,  there  is  always  the  danger  of  supervisory  is- 
sues falling  between  the  cracks.  The  way  to  address  these  problems 
is  to  have  the  same  regulatory  agency  oversee  the  holding  company 
and  all  the  depository  institutions  in  the  holding  company. 

Mr.  Chairman,  the  Administration's  proposal  to  create  a  Federal 
Banking  Commission  would  address  all  these  types  of  problems  in 
the  same  way  that  vou  and  Senator  D'Amato  have  proposed — ^by 
creating  a  single  Federal  supervisor  for  banks  and  thrifts.  It  is  the 
right  way  to  fix  the  problems,  and  I  completely  support  it. 

Under  the  Administration's  proposal,  this  supervisor  would  over- 
see holding  companies  and  the  depository  institutions  within  them. 
This  agency  would  be  focused  on  a  single  mission — bank  super- 
vision— instead  of  having  dual  missions  that  sometimes  conflict 
with  each  other.  The  single  regulatory  agency  the  Administration's 
proposal  would  create  would  ensure  against  the  possibility  of  prob- 
lems just  slipping  through  the  cracks.  Further,  the  Administra- 
tion's proposal  would  end  competition  in  laxity.  It  would  end  dupli- 
cation of  regulation,  examination,  and  supervision.  It  would  ensure 
accountability  and  more  efficient  decisionmaking.  And  it  would 
save  considerable  amounts  of  money,  somewhere  between  $150  mil- 
lion and  $200  million  annually  in  direct  savings,  with  institutions 
saving  millions  more  indirectly. 

In  addressing  our  system's  fragmentation  and  flaws,  however,  we 
must  protect  certain  basic  elements  in  our  financial  system.  I  am 
well  aware  of  that.  In  particular,  we  must  protect  the  dual  banking 
system  and  the  strength  and  independence  of  both  the  FDIC  and 
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the  Federal  Reserve.  The  reform  proposal  put  forward  by  the  Ad- 
ministration would  preserve  and  enhance  these  elements. 

Despite  the  clear  and  urgent  need  for  this  reform,  success,  I 
know,  will  not  come  easily.  Some  of  those  who  agree  that  we  need 
reform  in  general,  disagree  with  the  particular  reform  that  has 
been  proposed.  We  need  to  understand  their  concerns  and  take 
them  under  consideration  as  we  move  forward — ^but  most  of  all,  we 
need  to  move  forward. 

If  we  do  not  move  forward,  we  face  the  inevitable  consequences 
of  an  inadequate  regulatory  structure,  one  that  failed  to  prevent 
the  massive  wave  of  thrift  and  bank  closings  in  the  1980's,  failures 
that  cost  the  taxpayer  and  the  Federal  Deposit  Insurance  Corpora- 
tion many  billions  of  dollars.  I  stand  ready,  Mr.  Chairman,  to  help 
you  and  the  other  Members  of  this  Committee  move  forward.  I  wel- 
come your  questions. 

Thank  you  very  much. 

The  Chairman.  Thank  you  very  much. 

.  Mr.  Hove,  I've  got  my  eye  on  the  clock  here  and  we've  got  Mem- 
bers that  are  going  to  want  to  ask  questions,  and  you're  not  a  man 
of  great  length,  normally,  when  you  give  your  statements  in  any 
case,  so  we'll  make  your  statement  a  part  of  the  record,  and  if  you 
can  summarize  it,  we'd  welcome  that. 

Mr.  Hove.  I'd  be  glad  to. 

The  Chairman.  But  take  the  time  you  need.  I  don't  want  you  to 
feel  that  you  don't  have  the  time  you  need. 

Mr.  Hove.  Thank  you,  Mr.  Chairman. 

Senator  Sarbanes.  But  don't  take  too  much  time. 

Mr.  Hove.  Right. 

[Laughter.] 

STATEMENT  OF  ANDREW  C.  HOVE,  JR.,  ACTING  CHAIRMAN, 
FEDERAL  DEPOSIT  INSURANCE  CORPORATION,  WASHING- 
TON, DC 

Mr.  Hove.  Thank  you,  Mr.  Chairman,  and  Members  of  the  Com- 
mittee. I  do  appreciate  the  opportunity  to  testify  this  morning  on 
behalf  of  the  Federal  Deposit  Insurance  Corporation  on  the  propos- 
als to  consolidate  the  financial  institution  regulators. 

The  FDIC  favors  consolidation  of  the  financial  institution  regu- 
latory structure.  The  current  system  is  not  a  scheme  that  a  ration- 
al individual  would  design  from  scratch.  The  system  is  a  result, 
partly,  of  ad  hoc  responses  to  particular  financial  crises  that  have 
occurred  over  a  period  of  150  years. 

The  current  and  improving  health  of  the  industry  makes  this  a 
good  time  to  simplify  the  regulatory  structure  that  we've  inherited. 

In  pursuing  the  goal  of  regulatory  consolidation,  however,  we 
must  be  careful  not  to  destroy  the  meritorious  elements  of  the  cur- 
rent system.  After  all,  the  banking  industry,  under  the  present  reg- 
ulatory scheme,  has  been  a  major  contributor  to  growth  in  the  U.S. 
economy,  which  is  one  of  the  most  dynamic  economies  in  the  world. 

Moreover,  we  must  remember  that  the  banking  industry  has 
coped  successfully  under  the  current  regulatory  structure  with  the 
problems  of  the  1980's  without  requiring  taxpayer  funds. 
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I  would  like  to  focus  on  what  is  needed  to  preserve  the  effective- 
ness of  one  fundamental  component  of  the  system — that  is  deposit 
insurance. 

The  Administration's  proposal  and  all  the  other  major  proposals 
of  the  last  several  decades  have  recognized  the  central  role  of  de- 
posit insurance.  The  FDIC  needs  certain  essential  authorities  in 
order  to  effectively  fulfill  its  deposit  insurance  responsibihties 
under  a  consolidated  regulatory  structure. 

These  authorities  fall  into  five  main  categories:  independence, 
funding,  information,  enforcement,  and  resolution. 

First  is  independence,  and  that  is  at  the  top  of  the  list  of  what 
an  effective  Federal  deposit  insurer  should  have.  We  have  only  to 
recall  the  experience  of  FSLIC  to  realize  the  importance  of  inde- 
pendence. 

The  Federal  Savings  and  Loan  Insurance  Corporation,  a  subsidi- 
ary of  the  Federal  Home  Loan  Bank  Board,  whose  mandate  in- 
cluded serving  as  an  advocate  for  the  regulated  industry,  was  not 
independent  and  was  not  able  to  properly  address  the  industry's 
problems. 

The  second  essential  authority  involves  the  issue  of  FDIC  fund- 
ing. A  crucial  contributor  to  the  independence  of  the  insurer  is  the 
authority  to  determine  its  own  budget.  Consistent  with  current 
practices,  the  FDIC  should  retain  its  budgetary  freedom  and  should 
have  the  authority  to  set  assessment  rates  for  each  institution.  It 
is  important  for  the  insurer  to  retain  assessment  authority,  both  to 
maintain  the  insurance  fiinds  and  to  provide  fair  and  effective  risk- 
related  assessments. 

The  third  category  of  authorities  that  the  FDIC  would  continue 
to  need,  if  the  current  system  is  consolidated,  involves  information. 
To  be  effective,  the  FDIC  would  require  timely  access  to  sufficient 
information.  This  means  access  to  information  needed  to  under- 
stand and  stay  abreast  of  the  changing  nature  of  the  risks  facing 
the  banking  industry. 

The  insurer  also  needs  sufficient  information  to  have  an  ade- 
quate basis  to  conduct  corrective  resolution  and  liquidation  activi- 
ties. Several  conclusions  flow  from  the  FDIC's  information  require- 
ments. 

One  is  that  the  FDIC,  obviously,  would  continue  to  need  ready 
access  to  all  reports  and  records  of  the  Federal  Banking  Commis- 
sion and  of  State  authorities  relating  to  depository  institutions, 
their  holding  companies,  and  their  affiliates,  as  well  as  the  banking 
and  thrift  industries  in  general.  In  addition,  the  FDIC  needs  a 
voice  in  what  information  is  collected. 

Another  conclusion  is  that  the  FDIC  Chairperson  should  be  a 
member  of  the  proposed  Federal  Banking  Commission.  This  would 
not  only  give  the  FDIC  a  finger  on  the  information  pulse,  but  it 
would  also  give  the  deposit  insurer  a  say  in  overall  banking  regu- 
latory policy,  including  examination  policies,  procedures,  and  train- 
ing. Such  input  is  important  to  enable  the  deposit  insurer  to  mon- 
itor risks  in  the  banking  and  thrift  system  through  the  insurance 
funds. 

Finally,  with  respect  to  the  information  requirements,  the  FDIC 
would  need  to  retain  meaningful  backup  authority  to  examine  any 
insured   institution.    Backup    examination    authority   enables   the 
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FDIC  to  better  assess  the  risks  posed  to  the  insurance  funds,  to 
verify  information  in  reports  and  records,  to  monitor  troubled  and 
potentially  troubled  institutions,  and  to  assess  the  condition  of  in- 
stitutions experiencing  unexpected  changes  in  circumstances.  I  be- 
lieve that  this  authority  has  been  exercised  in  ways  that  are  not 
duplicative  or  unduly  burdensome  to  insured  institutions. 

The  fourth  category  of  authorities  the  FDIC  would  need  concerns 
enforcement.  Although  it  would  not  be  a  primary  regulator,  the 
FDIC  would  need  to  retain  its  enforcement  powers.  For  example, 
the  agency  could  continue  to  have  authority  to  approve  or  dis- 
approve applications  for  deposit  insurance,  and  to  terminate  the  in- 
sured status  of  an  institution  if  the  institution  poses  a  threat  to  its 
insurance  fund. 

Retention  of  the  FDIC's  prompt  corrective  action  authority^  under 
section  38  of  the  Federal  Deposit  Insurance  Act  also  would  be  im- 
portant. 

The  final  category  in  the  list  of  what  the  FDIC  would  need  as 
an  independent  insurer  under  regulatory  consolidation  is  resolu- 
tions authority.  The  current  range  of  supervisory  options  regarding 
failed  and  failing  institutions  should  remain. 

Before  concluding,  I  would  like  to  say  a  few  words  about  the  dual 
banking  system  and  the  FDIC's  relationship  to  it.  From  the  Na- 
tion's founding,  the  States  have  had  a  role  in  bank  regulation  and 
supervision.  Significant  banking  innovations  have  blossomed  under 
the  auspices  of  State  authorities.  The  result  has  been  a  vibrant, 
healthy  banking  system. 

Regulatory  consolidation  achieved  at  the  expense  of  innovation 
would  be  unfortunate.  The  FDIC  currently  exercises  the  power  to 
rule  on  the  permissibility  of  activities  of  State-chartered  banks. 
With  this  authority  the  Congress  gave  the  FDIC  in  the  FDICIA 
Act,  the  FDIC  has  been  able  to  balance  innovation  and  any  risks 
to  the  insurance  fund. 

If  this  authority  were  transferred  to  the  proposed  Federal  Bank- 
ing Commission,  all  of  the  authority  to  determine  the  powers  of 
banking  organizations  in  a  changing  world  would  rest  with  one 
Federal  Government  body,  the  Commission.  The  important  innova- 
tive character  of  the  dual  banking  system  would  be  compromised. 
Consequently,  leaving  the  authority  to  rule  on  the  permissibility  of 
the  activities  of  State  banks  with  the  FDIC  seems  to  be  advisable. 

To  summarize  my  testimony,  the  FDIC  favors  consolidation  of 
the  bank  and  thrift  regulatory  system.  Consolidation  could  elimi- 
nate some  of  the  unnecessary  complexities  that  have  developed.  In 
pursuing  the  goal  of  a  more  efficient  regulatory  scheme,  however, 
we  should  be  careful  to  preserve  the  good  parts  of  the  current 
structure. 

One  essential  feature  of  the  current  structure  is  the  independ- 
ence of  the  deposit  insurer.  It  is  most  imperative  that  we  avoid 
compromising  the  effectiveness  of  the  deposit  insurance  program. 
For  60  years,  Federal  deposit  insurance  has  been  a  fundamental 
component  of  a  largely  successful  bank  oversight  structure. 

Thank  you.  I  look  forward  to  answering  your  questions. 

Senator  Sarbanes  [Presidingl.  Thank  you  very  much,  Mr.  Hove. 
We  appreciate  your  testimony. 

Mr.  Fiechter,  we'd  be  happy  to  hear  from  you. 
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STATEMENT  OF  JONATHAN  L.  FIECHTER,  ACTING  DIRECTOR, 
OFFICE  OF  THRIFT  SUPERVISION,  WASHINGTON,  DC 

Mr.  FlECHTER.  Thank  you.  I'll  try  to  be  short. 

I  appreciate  the  opportunity  to  present  the  views  of  the  Office  of 
Thrift  Supervision  on  this  important  proposal.  The  objective  of  our 
regulatory  system  should  be  to  preserve  safety  and  soundness 
while  avoiding  placing  unnecessary  burdens  on  regulated  institu- 
tions or  stifling  innovation. 

I  suggest  in  my  written  testimony  three  simple  principles  for 
measuring  the  extent  to  which  our  current  system,  or  any  proposed 
alternative,  meets  these  objectives. 

The  first  principle  is  efficiency.  Does  the  regulatory  system  avoid 
overlap  and  duplication?  Does  it  allow  for  early  identification  and 
rapid  response  to  problems?  Is  the  system  flexible  and  open  to  in- 
novation? 

The  second  principle  is  effectiveness.  Does  the  regulatory  system 
have  adequate  resources?  Is  it  able  to  attract  and  retain  competent 
supervisory  staflT? 

The  third  principle  is  the  separation  of  core  functions.  Is  regu- 
latory responsibility  allocated  in  a  manner  that  avoids  systemic 
conflicts  that  may  compromise  safety  and  soundness  or  other  regu- 
latory objectives? 

In  my  statement  today,  I  would  like  to  summarize  why  I  believe 
our  current  regulatory  system  fares  poorly  under  this  three-part 
test,  and  to  explain  why  I  believe  agency  consolidation  would 
produce  substantial  benefits  in  each  of  these  areas. 

The  first  of  the  three  key  standards  is  efficiency.  At  present, 
there  is  significant  redundancy  in  many  of  the  tasks  performed  by 
the  four  Federal  bank  and  thrift  regulatory  agencies.  Each  of  the 
four  agencies  maintain  separate  administrative  and  legal  support 
systems.  Each  of  the  four  agencies  maintain  their  own  separate 
regulations,  policies,  procedures,  and  expertise  in  key  regulatorv 
areas  that  do  not  vary  by  charter  type.  These  areas  include  capital, 
asset  reviews,  accounting,  transactions  with  affiliates,  lending  lim- 
its, appraisal  standards,  and  consumer  protection. 

LFnder  our  current  regulatory  system,  a  single  group  of  affiliated 
financial  institutions  can  end  up  being  supervised  and  examined  by 
two,  three,  or  sometimes  even  four  of  the  Federal  bank  and  thrift 
regulators.  Consolidation  would  eliminate  these  redundancies  at 
the  Federal  level. 

The  efficiency  of  our  current  system  is  also  substantially  hin- 
dered by  regulatory  gridlock.  In  an  effort  to  maintain  some  level  of 
consistency,  the  four  agencies  consult  extensively  before  most  major 
regulatory  initiatives,  even  when  uniform  rules  have  not  been  con- 
gressionaily  mandated.  However,  building  consensus  fi-equently 
takes  months,  sometimes  even  years. 

Let  me  offer  an  example.  In  the  summer  of  1989,  the  four  bank 
and  thrift  regulatory  agencies  formed  a  working  group  to  develop 
common  rules  to  govern  the  capital  treatment  of  recourse  obliga- 
tions. This  was  an  important  safety  and  soundness  initiative  be- 
cause banks  and  thrifts  regularly  engage  in  billions  of  dollars  of  re- 
course transactions. 

Under  existing  capital  rules,  various  forms  of  recourse  trans- 
actions that  present  the  same  level  of  economic  risk  get  very  dif- 
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ferent  capital  treatment.  Notwithstanding  the  importance  of  this 
issue,  the  interagency  working  group  took  a  full  year  to  agree  on 
the  wording  of  an  advanced  notice  of  proposed  rulemaking  that 
merely  announced  the  issues  under  consideration. 

Thereafter,  it  took  another  3V2  years,  until  December  1993,  for 
the  interagency  group  to  reach  agreement  on  a  proposed  regulation. 
Thus,  almost  5  years  have  passed  and  the  agencies  are  still  at  the 
proposal  stage.  No  final  rulemaking  is  anywhere  in  sight. 

The  problem  with  this  interagency  process  is  not  the  people  who 
have  staffed  the  interagency  committees.  These  people  have  worked 
extremely  hard  and  long  hours  to  reach  consensus.  The  problem  is 
with  the  cumbersomeness  of  the  process. 

This  is  no  way  to  regulate  a  financial  system  where  there  are  fi^e- 
quent  changes  that  require  rapid  responses.  When  changes  in  regu- 
latory policy  are  needed  to  respond  to  new  market  innovations,  or 
to  threats  to  safety  and  soundness,  neither  institutions  nor  tax- 
payers can  afford  to  wait  years  or  even  months  for  regulatory  ac- 
tion. 

Creation  of  a  single  safety  and  soundness  regulator  will  put  an 
end  to  this  cumbersome  resource-intensive  process  of  interagency 
policymaking. 

The  efficiency  of  our  current  regulatory  system  is  also  adversely 
affected  by  the  inconsistencies  that  inevitably  arise  when  there  are 
four  separate  Federal  regulators. 

Despite  efforts  at  interagency  coordination,  numerous  differences 
still  exist  in  the  regulatory  approaches  of  the  four  agencies.  These 
differences  can  affect  the  ability  of  banks  and  thrifts  to  compete  on 
a  level  playing  field. 

Mr.  Chairman,  if  we  are  to  have  a  sound  and  competitive  deposi- 
tory system,  we  need  to  eliminate  the  inconsistency,  gridlock,  and 
redundancy  that  are  undermining  the  efficiency  of  our  current  reg- 
ulatory system.  Consolidation  will  do  this. 

The  second  of  the  three  key  standards  I  have  suggested  for  eval- 
uating the  current  regulatory  system  and  any  new  system  is  effec- 
tiveness. 

It  is  impossible  to  have  an  effective  regulatory  system  unless  the 
agencies  administering  that  system  have  adequate  funding  and  are 
able  to  recruit  and  retain  well-trained  professionals. 

If  the  current  regulatory  system  is  left  in  place,  I  am  concerned 
that  the  effectiveness  of  the  OTS  may  eventually  be  compromised. 
Let  me  explain  why. 

Since  the  OTS  was  established  in  1989,  thrift  industry  assets 
have  declined  by  37  percent.  Initially,  the  shrinkage  was  due  to 
thrift  closings.  More  recently,  the  shrinkage  has  been  caused  by 
charter  flips.  In  the  last  2  years,  242  OTS-supervised  thrifts,  or 
over  10  percent  of  the  industry  we  supervise,  have  changed  their 
charters  primarily  to  State  savings  banks. 

OTS  has  responded  to  this  phenomenon  by  reducing  its  staff  by 
44  percent  over  the  past  4V2  years.  Additional  staff  reductions  will 
be  required  if  shrinkage  of  the  thrift  industry  continues.  Unless 
something  changes,  OTS  faces  a  prolonged  period  of  indefinite,  con- 
tinuous downsizing. 

Companies  or  agencies  faced  with  indefinite  downsizing  must  ei- 
ther consolidate  or  go  out  of  business.  Surviving  as  a  stand-alone 
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organization,  under  such  circumstances,  becomes  virtually  impos- 
sible because  the  best  people  in  the  organization  eventually  give  up 
hope  and  leave.  This  could  cause  significant  quality  control  prob- 
lems. Let  me  offer  a  practical  example  of  this  situation. 

The  OTS  recently  promulgated  rules  implementing  Congress' 
mandate  to  regulate  interest  rate  risk.  This  represents  a  significant 
advance  in  our  safety  and  soundness  regulation.  However,  our  abil- 
ity to  follow  through  and  effectively  supervise  this  new  program 
could  be  in  jeopardy. 

Over  the  past  24  months,  the  OTS  has  lost  several  of  its  key  in- 
terest rate  risk  experts.  To  date,  our  efforts  to  hire  qualified  re- 
placements have  been  unsuccessful.  Candidates  have  expressed 
concern  regarding  the  future  of  OTS. 

If  we  lose  one  or  two  more  people  in  this  highly  specialized  area, 
we  may  not  have  the  necessary  expertise  to  implement  our  interest 
rate  risk  program  effectively.  This  is  just  one  example  that  could 
be  repeated  in  a  number  of  areas.  Successful  supervision  of  sophis- 
ticated financial  institutions  requires  a  core  of  highly  skilled  staff. 
Staff  with  these  kinds  of  marketable  skills  are  understandably  re- 
luctant to  stay  at,  or  accept  new  positions  with,  an  agency  that  can 
offer  them  no  assurance,  even  in  the  short  term,  that  they  will  con- 
tinue to  have  jobs. 

We  cannot  afford  a  repeat  of  the  mid-1980's  scenario  of  a  weak, 
understaffed  thrift  supervisory  effort  that  was  a  factor  in  the  thrift 
debacle. 

Consolidation  of  the  supervisory  resources  of  the  four  Federal 
bank  and  thrift  agencies  into  a  single  Federal  Banking  Commission 
would  solve  this  problem. 

In  conclusion,  I  support  the  consolidation  of  the  four  banking  and 
thrift  agencies.  A  consolidated  agency  will  not  be  a  panacea  for  the 
many  problems  facing  this  country's  depository  institutions.  But  I 
believe  it  is  a  critical  first  step  toward  addressing  these  problems. 
Consolidation  will  make  our  regulatory  system  more  efficient  and 
effective.  It  will  therefore  provide  a  better  mechanism  for  dealing 
with  the  complex  issues  facing  our  institutions. 

Thank  you. 

The  Chairman.  Thank  you  very  much. 

I  want  to  move  through  some  questions  here.  Mr.  Ludwig,  let  me 
start  with  you. 

Who  today  has  the  authority  to  regulate  derivatives  and  the  im- 
pact that  they  may  have  on  our  banking  and  financial  structure? 

Mr.  Ludwig.  I  think  each  of  us  shares  part  of  that  responsibility. 

The  Chairman.  Is  there  a  single  approach  that  you  all  follow? 

Mr.  Ludwig.  No. 

The  Chairman.  Shouldn't  there  be? 

Mr.  Ludwig.  That  is  the  strength  of  the  single  regulator  ap- 
proach. Derivatives  are  a  growing  and  serious  market.  We  all  have 
good  quality  people,  but  they  go  off  in  different  directions,  and  we 
have  no  agreed-upon  approach. 

The  Chairman.  Am  I  correct  in  understanding — I  know  you, 
Chairman  Greenspan,  have  expressed  to  me  your  view  that  prob- 
ably 80  percent  of  the  issues  have  been  resolved  and  about  20  per- 
cent of  the  issues  on  consolidation  remain  outstanding.  Is  that  a 
fair  estimation? 
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Chairman  Greenspan.  I'm  using  that  as  an  order  of  magnitude. 
As  I've  indicated  in  my  prepared  testimony,  we  agree  with  a  good 
number  of  the  issues  that  Gene  Ludwig  and  my  other  colleagues 
raise  with  respect  to  the  question  of  where  the  real  difficulties  in 
multiple  re^lators  are. 

We  do  thmk  that  we  ought  to  reduce  the  number.  The  interesting 
question  is  how  much  do  you  gain  by  going  from  four  regulators  to 
two,  and  how  much  from  two  to  one? 

It's  not  an  arithmetical  difference,  it's  an  issue  of  far  more  com- 
plexity than  that.  Going  from  four  to  two  is  a  tremendous  reduction 
in  the  elements  of  combinations  of  different  types  of  positions 
which  people  can  have. 

Certainly  going  from  two  to  one  does  improve  the  structure.  If 
you  have  a  single  decisionmaker,  there's  no  question  that  it  is,  from 
a  managerial  point  of  view,  better  than  two.  But,  our  concern  is, 
to  gain  that  imquestioned  managerial  efficiency  has  very  signifi- 
cant public  policy  costs  which  we  think  far  override  any  perceived 
benefits  which  may  arrive  from  going  from  two  to  one. 

The  Chairman.  I  understand  that.  You  made  that  clear  in  your 
statement.  But,  I  take  it  then,  that  in  terms  of  the  process  of  trying 
to  reconcile  all  these  issues,  about  80  percent  has  been  resolved 
and  20  percent  remain? 

Chairman  Greenspan.  Well,  obviously,  it  depends  on  how  you 
weigh  various  things.  But  you  asked  me,  do  we  agree  on  most  of 
the  issues?  The  answer  is  we  do. 

The  Chairman.  Where  would  you  put  it,  Mr.  Ludwig?  Is  it  about 
an  80/20  resolved/unresolved  split  at  this  point? 

Mr.  Ludwig.  That's  optimistic.  I  think  we  share  a  number  of 
common  objectives,  and  I  would  say  the  majority  are  shared.  I  have 
a  deep  respect  for  the  Fed  and  its  independence.  The  Administra- 
tion, even  at  the  beginning  of  this  process,  made  it  very  clear  that 
the  Fed  should  have  a  continuing  role  in  the  supervisory  process. 

I  think  we  do  genuinely  agree.  I  have  a  tremendous  amount  of 
respect  for  Alan  Greenspan  and  the  other  Fed  Governors.  They  are 
terrifically  able  people,  and  the  Fed  staff  is  superb.  We  do  agree 
on  more  tnan  we  don't  agree  on. 

The  Chairman.  Let  me  tell  you  what  I  think  we  ought  to  try  to 
do  here.  It  looks  to  me  as  if  it  is  about  80/20.  I've  even  heard  that 
today  from  you,  in  addition  to  this  exchange,  and  I  think  an  effort 
ought  to  be  made,  over  the  next  week  or  so,  to  see  if  we  can't  re- 
solve the  remaining  20. 

The  fact  that  we  ve  come  most  of  the  way,  I  think,  is  significant, 
I  think  it's  positive,  and  I  think  we  ought  to  try  to  work  out  and 
resolve  the  rest  of  the  issues. 

I  would  ask  you.  Chairman  Greenspan,  if  you  would  take  the 
lead  for  the  Fed  and  see  if  that  can't  be  done  and  not  delegate  this. 
And  the  same  thing,  I  want  to  make  sure  that  the  Administra- 
tion— and  I'll  speak  to  the  Treasury  Secretary — could  see  if  we 
can't  resolve  the  issue  satisfactorily  with  both  parties.  I  think 
that's  important  to  try  to  do  here.  I  would  hope  that  can  be  done. 

I  think  if  we  can  gain  the  advantages  that  we've  all  enumerated 
and  that  we're  seeking  here  and  avoid  unintended  negative  con- 
sequences, that  would  be  a  very  positive  gain.  We're  in  a  legislative 
window  situation  here  where  we've  got  health  care,  whicn  is  an 
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enormously  complex  and  time-consuming  issue.  That's  in  the  Fi- 
nance Committee.  I  happen  to  serve  over  there  as  Chairman  of 
that  Health  Subcommittee,  and  I'm  very  m.indful  of  what's  involved 
there,  and  we've  got  a  whole  host  of  other  issues. 

Timing  becomes  very  important  here.  If  we  just  end  up  in  an 
endless  hair-pulling  operation,  we  can  miss  the  opportunity  to  take 
the  kind  of  positive  step  here  that  we  need  to  take. 

The  fact  that  we  don't  have  a  common  regime  in  place  on  deriva- 
tives alone,  if  we  had  to  have  one  compelling  argument  for  getting 
past  this  log  jam  and  getting  this  reconciled,  it's  that.  I  know  if  we 
spent  the  time  talking  about  it,  there's  four  different  approaches 
here  as  to  how  that's  being  done.  I'm  not  confident  that  any  one 
of  the  four  is  adequate,  let  alone  the  four  taken  together. 

So  that,  to  me,  is  an  example  of  the  kind  of  problem  that  hap- 
pens. Now,  we  can  have  four  people  here,  or  we  can  have  eight  peo- 
ple here.  Frankly,  the  logic  that  I  heard  Chairman  Greenspan — 
and  I  tried  to  apply  it  to  the  SEC  in  terms  of  the  question  of 
whether  you  have  to  have  two  people  in  the  same  game,  in  effect, 
to  get  a  lot  of  substantive  advantages. 

I  thought  about  the  Securities  and  Exchange  Commission  in 
terms  of  the  equity  markets.  We're  thought  of  as  having  probably 
the  most  vibrant,  innovative  equity  markets  in  the  whole  world.  In 
many  ways,  they're  the  envy  of  the  world. 

We've  done  that  with  a  single  regulator.  Although,  if  you  would 
apply  the  logic  that's  embedded  in  your  presentation,  you'd  say  to 
yourself,  well,  we'd  better  have  two  SEC's.  We'd  better  just  go  and 
create  a  second  one  because  if  we  don't  have  that  creative  tension, 
if  we  can't  let  people  out  there  in  the  equity  market  shop  back  and 
forth  in  terms  of  who  they  want  to  be  regulated  by,  we're  going  to 
miss  something. 

I  don't  think  the  experience  there  bears  that  out.  I  think  what 
has  happened  has  been  that  we've  had  a  single  point  of  decision- 
making and  authority  in  that  area.  I  think  it's  worked  quite  well. 
I  think  decisions  do  get  made. 

Rather  than  it  being  a  dead  hand  in  an  area  in  which  they  have 
that  authority,  I  think  the  results  have  been  very  impressive.  I 
don't  say  they've  been  perfect.  These  processes  never  work  that 
way. 

But,  when  you  start  going  down  the  road  of  saying,  well,  we've 
got  to  have  two,  and,  of  course,  the  Fed's  position  is  they  have  to 
be  one  of  the  two,  and  I  understand  that.  I  understand  the  point 
that's  being  made  there. 

Stepping  out  of  the  Fed  and  looking  at  the  question  in  these  im- 
portant areas  of  regulation,  of  whether  you  have  to  have  two,  or 
one,  or  six,  or  25,  I'm  hard-pressed  to  see  why  there  is  some  par- 
ticular magic  in  two,  as  opposed  to  one,  that's  functioning  properly. 

And  the  SEC,  it  seems  to  me,  is  an  example  of  one  that  appears 
to  have  done  that  quite  well,  and  that  we've  not  lost  something  in 
terms  of  the  kind  of  flexibility  and  opportunity  for  innovation  and 
advance  that  looks  to  me  to  be  quite  impressive. 

Chairman  Greenspan.  Mr.  Chairman,  let  me  respond  to  that  in 
several  ways. 
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First  of  all,  the  structure  of  supervision  and  regulation  within 
the  securities  business  is  a  lot  more  complex  than  merely  what  the 
SEC  does,  which  is  the  major  rulemaker  of  a  certain  umbrella  type. 

The  actual  supervision  and  regulation,  examination,  and  many  of 
the  other  authorities  which  exist  within  the  securities  business  is 
done  by  the  self-regulatory  organizations.  The  New  York  Stock  Ex- 
change does  the  examinations,  the  American  Stock  Exchange,  the 
National  Association  of  Securities  Dealers,  and  a  number  of  other 
areas  of  the  industry  actually  do  a  good  deal  of  that  type  of  activity 
which  we're  referring  to. 

And,  indeed  there  is  a  competitive  tension  that  exists  there,  that 
is,  which  organization  one  joins  or  what  aspect  of  the  securities 
business  one  is  involved  with  is  determined,  in  part,  by  the  form 
of  the  supervision  and  regulation  at  the  lower  level  below  the  Secu- 
rities and  Exchange  Commission  which  has  an  essential  rule- 
making area. 

But,  let  me  say  to  a  much  broader  question,  that  I'm  not  saying 
that,  of  necessity,  it  is  better  to  have  two  regulators  than  one  in 
all  areas  of  Government  regulation.  For  example,  the  Federal  Com- 
mimications  Commission,  which  distributes  a  band,  cannot,  obvi- 
ously, be  competed  with  by  somebody  else. 

Similarly,  there  are  activities,  for  example,  in  our  case  where 
there  cannot  be  more  than  one  monetary  policy  per  economy.  There 
are  certain  natural  monopolies  which  do  exist  in  supervision  and 
regulation. 

It  does  not  exist  in  bank  supervision  and  regulation,  and  there 
are  advantages  from  the  competitive  tension  which  exists  in  super- 
vision and  regulation.  In  my  judgment,  they've  served  us  well  over 
the  years.  And,  to  essentially  eliminate  them,  when  they  are  of 
value,  strikes  me  as  not  a  particularly  useful  activity. 

The  Chairman.  Are  they  providing  us  a  value  in  understanding, 
supervising,  and  regulating,  from  a  bank  regulatory  point  of  view, 
derivatives? 

Chairman  Greenspan.  The  issue  of  derivatives  is  a  very  interest- 
ing one.  I'm  surprised  you  didn't  raise  the  other  issue  which  is  the 
fact  that  we  have  got  the  so-called  working  group,  which  includes 
ourselves,  the  Treasury  Department,  the  Securities  and  Exchange 
Commission,  and  the  Federal  Reserve  Bank  of  New  York,  which  is 
working  on  it. 

The  Chairman.  Let  me  just  stop  you  there.  I'm  sure  you  heard 
what  Mr.  Fiechter  said  earlier.  You've  been  around  this  game  as 
long  as  anybody.  You're  as  skilled  at  it  as  anybody. 

When  these  things  get  delegated  to  these  groups,  these  groups 
can  go  round  and  round  for  years,  and,  in  fact,  decades,  and  I 
would  say  to  you,  and  the  record  in  the  future  will  bear  out  what 
happens,  I  am  very  much  concerned  about  the  derivatives  market. 

I  don't  think  our  regulatory  apparatus  today  is  sufficient.  I  think 
this  issue  is  rattling  around  in  a  groping  process,  and,  frankly,  I'd 
be  less  concerned  if  the  Fed  could  come  in  here  and  say,  look,  we 
understand  this  problem,  we're  on  top  of  it.  I  don't  think  you're  pre- 
pared to  say  that. 

Chairman  Greenspan.  No,  we're  not.  And  I  think  there's  an  im- 
portant reason  why  we  are  not. 
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This  is  an  issue  which  all  of  us  have  been  expending  a  very  con- 
siderable amount  of  time  and  effort  on.  And  the  reason  is,  it's  a 
clearly  major  issue  with  respect  to  the  structure  of  finance  gen- 
erally, and  banking  particularly.  Because,  as  you  know,  the  dealers 
in  this  area,  and,  indeed,  even  some  of  the  users,  are  very  major 
players  within  the  banking  fraternity. 

We  don't  yet  know  enough  about  the  extraordinary  details  that 
are  evolving  how  this  is  working  to  get  a  fixed  single  regulatory 
structure. 

I  am  spending  a  considerable  amount  of  my  time  on  focusing  on 
this  issue;  so  are  my  colleagues.  So  is  Gene  Ludwig,  who  has  done 
a  considerable  amount  of  work  in  this  area.  So  are  the  people  in 
some  of  the  other  agencies.  It's  far  more  important  that  we  get  it 
right  than  we  just  do  it,  because  this  is  a  very  important  part  of 
our  financial  system  which  has  some  valuable  aspects  to  reducing 
overall  risk  in  the  financial  system. 

Basically,  we  want  to  make  certain  that  we  don't  inhibit  the  ra- 
tional expansion  of  these  particular  products,  but  we  want  to  un- 
derstand precisely  where  the  various  touchstones  of  systemic  risk 
are. 

Frankly,  until  we  are  reasonably  certain  that  we  know  that — and 
we  don't  know  that  at  this  particular  point — it  would  be  a  major 
mistake  to  lock  into  a  regulatory  structure.  I  grant  you  that  over 
the  years,  some  of  the  deliberations — I  mean,  Jonathan  Fiechter 
has  raised  some  issues  which  I  have  tremendous  sympathy  for.  It's 
a  frustrating  process  which  goes  on  which  I  think  can  be  very  ma- 
terially improved. 

But  we  have  to  look  at  the  other  side  of  it.  That  merely  getting 
a  single  regulation  because  it  is  efficient  and  seemingly  manage- 
rially  correct  can,  in  the  financial  business,  be  extraordinarily  de- 
bilitating, and  we've  got  to  be  carefiil  about  it. 

The  Chairman.  Well,  it  can  cut  two  ways,  with  all  due  respect. 

We  couldn't  get  a  common  approach  on  real  estate  investment  by 
financial  institution's  looking  back  in  time.  We  couldn't  do  that  on 
foreign  lending,  either.  We  had  big  crises  grow  up  in  those  sectors. 

So,  it  isn't  just  derivatives.  I  mean,  if  we  had  a  splendid  track 
record  that  was  the  predicate  leading  into  today's  hearing,  we'd 
have  a  different  story.  But,  you  know  as  well  as  I  do,  we've  had 
other  situations  where  these  differences  of  interpretation,  and 
standards,  and  in  some  cases,  an  absence  of  standards,  have  cost 
us  dearly. 

We've  got  to  find  a  way  to  do  a  better  job,  and  I  think  the  experi- 
ence that  you  and  others  at  this  table  have  accumulated  over  many 
decades,  can  help  us  do  this.  I  think  if  we're  too  rigid  and  there's 
too  much  turf  consciousness,  and  I'm  not  accusing  you  of  that,  but 
I  think  the  Fed  has  those  tendencies,  just  like  any  other  organiza- 
tion does,  including  this  one,  then  it  becomes  impossible  to  create 
an  institution  that  will  serve  the  public  well. 

Chairman  Greenspan.  I  agree  with  that. 

The  Chairman.  I  don't  want  that  to  impede  our  ability  to  get  to 
something  here  that  can  work  better  and  would  have  worked  better 
on  commercial  real  estate  loans,  would  have  worked  better  on  for- 
eign lending  loans,  and  will  work  better  on  derivatives.  I  think 
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we're  in  a  risk  position  that  the  past  bears  out  here  by  this  frac- 
tured structure. 

And  it'll  catch  us  again.  It  may  or  may  not  be  on  your  watch.  But 
I  think  it's  time  to  do  something  to  prevent  it,  and  I  trust  that 
you're  prepared  to  lead  the  Fed  over  the  next  week  or  so,  in  closing 
the  remaining  distance. 

Chairman  Greenspan.  Let  me  just  repeat,  when  I  said  to  you  it 
was  80/20,  I  said  the  20  was  going  to  be  tough. 

The  Chairman.  I  understand  that. 

Chairman  Greenspan.  I  don't  want  to  go 

The  Chairman.  That's  why  I'd  like  you  to  lead  the  effort  on  the 
Fed  side  because  I  think  we  need  a  tough  guy  to  work  through  a 
tough  problem. 

Chairman  GREENSPAN.  I  appreciate  what  I  think  was  a  compli- 
ment. 

The  Chairman.  It  is  a  compliment. 

[Laughter.] 

Senator  D'Amato. 

Senator  D'Amato.  Thank  you,  Mr.  Chairman. 

Mr.  Chairman,  I've  just  had  an  opportunity,  and  staff  has  just 
called  to  my  attention  that  section  304,  page  21  of  the  Administra- 
tion's new  proposal  would  limit  all  litigation  that  would  be  con- 
ducted, would  be  conducted  only  with  the  prior  consent  of  the  At- 
torney General  of  the  United  States  and  subject  to  the  Attorney 
General's  direction  and  control. 

I  think  we  have  to  get  some  historical  perspective.  Currently,  the 
Office  of  Thrift  Supervision  has  independent  litigation  authority.  It 
decides  who  and  when  to  sue. 

The  FDIC  has  the  same  authority  with  respect  to  liquidations, 
but  not  other  suits. 

The  Federal  Reserve  Board  has  worked  out  an  agreement  with 
the  Justice  Department  on  its  ability  to  bring  suits  in  court. 

If,  indeed,  this  legislation  is  passed  in  this  manner — well,  let  me 
first  serve  notice.  I  would  vigorously,  vigorously  oppose  giving  to 
the  Justice  Department  this  total  authority  as  to  bringing  the  di- 
rection and  control  of  litigation,  absolutely.  There's  just  no  way,  ab- 
solutely no  way  that  I  would  approve  this. 

I  just  see  this  now.  Here  we're  starting  out  with  a  fresh  new 
agency,  a  new  system,  we're  going  to  ensure  independence  from  po- 
litical influence,  and  we  should  allow  the  agency  to  make  its  deter- 
mination as  to  when  and  how  to  bring  suit. 

I've  not  raised  this  with  you,  Mr.  Chairman,  because  this  has 
just  been  pointed  out  to  me  now.  But  I  have  to  tell  you  there's  no 
way  this  Senator  will  go  forward  with  that  provision,  and  I  think 
the  Administration  had  better  get  its  ducks  in  a  row. 

This  is  the  last — the  last  thing  we  need  to  do  now  is  to  say  that 
we're  going  to  give  the  Justice  Department — and  I  have  to  say,  and 
some  people  may  be  critical — I'm  rather  critical  of  the  way  they're 
running  that  place.  I  have  absolutely  no  confidence  in  them.  We've 
got  Mr.  Hubbell  and  company  up  over  his  head,  and  now  they're 
going  to  be  deciding  when,  how,  and  if  to  bring  suit. 

Let  me  tell  you  something  else.  None  of  the — the  Fed  people  did 
not  point  this  out.  This  has  just  been  pointed  out  to  me,  literally, 
10-15  minutes  ago,  so  I  assure  you  I  would  have  shared  this  with 
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you  and  with  Senator  Shelby  who  I  was  speaking  to  before  about 
this. 

My  one  question  that  I  was  going  to  raise  is,  would  you  continue, 
Mr.  Greenspan,  your  negotiations  with  the  Administration  to  see  if 
you  can't  begin  to  eliminate  some  of  the  impediments  and  some  of 
the  problems  that  you  still  feel  exist,  with  both  of  you  working  co- 
operatively? 

That  was  my  statement  and  question  to  you. 

But  this  has  been  pointed  out  to  me,  ana  I  just  have  to  say,  very, 
very  strongly  that  this  is  a  non-starter  as  far  as  this  Senator  is 
concerned.  To  date,  I  have  not  said  to  the  Fed,  or  through  staff,  or 
to  the  Administration,  or  to  the  Treasury  people  through  staff  or 
directly  or  indirectly,  what  I  thought  had  to  be.  I  thought  the  var- 
ious parties  should  be  working  on  this. 

This  section  304,  giving  to  the  Justice  Department  total  discre- 
tion when  to  bring  suits,  in  this  case  is,  as  far  as  I'm  concerned, 
an  overreaching,  and  I  have  to  tell  you  maybe  it's  paranoia  on  my 
part.  But,  given  the  record  to  date,  of  the  abuse  of  authority,  I 
would  say  absolutely  no  way,  no  way.  And  I  would  do  everything 
and  anything  possible  to  see  that  this  bill  be  defeated  unless  this 
provision  is  taken  out. 

I'm  not  going  to  start  a  new,  or  try  to  get  efficiencies,  an  inde- 
pendent— imagine,  you'd  have  to  go  running  over  to  the  Justice  De- 
partment every  time  to  find  out,  maybe,  even  when  you  could  bring 
an  investigation.  What's  the  sense  if  you  have  to  then  check  with 
them  to  find  out  whether  you  can  commence  a  suit? 

That's  just  wrong,  that  s  wrong.  I  don't  know  how  that  came  in 
there.  It  wasn't  in  the  initial  proposal,  but  it  finds  its  way  in  there, 
and  I  am  deeply  distressed  about  it,  and  I  have  to  share  that  with 
you  publicly. 

The  Chairman.  Let  me  just  say,  Senator  D'Amato,  I  think  we 
need  to  have  a  response  to  that.  I  look  at  that  and  that  doesn't  ap- 
peal to  me  either, 

Mr.  LUDWIG.  What  is  contemplated  here  and  what  has  been 
agreed  to  with  Justice  is  a  memorandum  of  understanding. 

Senator  D'Amato.  I  wouldn't  care  if  Justice  agreed  with  you.  Did 
Hubbell  write  it  himself? 

[Laughter,] 

What  are  we  kidding? 

Mr,  LuDWiG,  The  Fed's  and  the  new  FBC  litigating  authority, 
from  a  statutory  perspective,  would  be  roughly  parallel.  The  Fed 
has  an  agreement  with  Justice  as  to  litigation,  and  in  our  situation 
at  the  OCC,  we  are  in  much  the  same  situation. 

The  Chairman.  But  today,  don't  you  have  authority  to  proceed 
on  your  own  if  you  decide  to  do  so? 

Mr.  LUDWiG.  We  do  not. 

The  Chairman.  None  whatsoever? 

Mr,  LuDWiG,  We  do  not. 

The  Chairman.  Does  the  Fed  have  authority? 

Chairman  Greenspan.  To  proceed  in  what  areas? 

The  Chairman,  It  says  any  litigation  that  you  want  to  bring.  Do 
you  have  to  bring  litigation  with  the  approval  of  the  Attorney  Gen- 
eral? 
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Chairman  Greenspan.  The  General  Counsel  tells  me  we  at  the 
Reserve  Board  are  in  the  same  position  that  the  Comptroller  is. 
The  Reserve  Banks,  however,  can  bring  individual  actions  on  their 
own  accounts. 

The  Chairman.  So,  if  you're  going  to  bring  any  litigation,  you 
have  to  coordinate  and  get  a  sign-off  from  the  Justice  Department, 
or  do  you  just  inform  them? 

Chairman  Greenspan.  The  Board  of  Governors  is  in  the  same 
position,  with  respect  to  litigation  in  this  area,  as  the  Comptroller. 

The  Chairman.  I  guess  I'm  not  clear.  Maybe  I'm  not  malang  my- 
self clear. 

Chairman  Greenspan.  They  act  as  our  attorney. 

The  Chairman.  But  does  that  mean  that  you  can  make  your  own 
decision  as  to  what  actions  to  undertake?  I  mean,  if  you  decide  to 
undertake  an  action,  they  then  act  as  your  attorney.  But,  do  you 
make  the  decision  unilaterally  as  to  proceed? 

Chairman  Greenspan.  Yes. 

The  Chairman.  You  do? 

Chairman  Greenspan.  Yes. 

The  Chairman.  And  do  you  at  the  present  time,  Mr.  Ludwig? 

Mr.  Ludwig.  We  do  only  in  very  limited  areas. 

The  Chairman.  But,  you  do  have  some  authority  in  that  area? 

Mr.  Ludwig.  Some  limited  authority. 

The  Chairman.  What  about  the  other  two? 

Mr.  FlECHTER.  We  do  have  authority  to  take  action. 

Senator  D'Amato.  Independently? 

Mr.  FlECHTER.  Yes. 

Senator  D'Amato.  Absolutely.  Mr.  Chairman,  that's  what's  got 
this  Senator  absolutely — this  is  absolutely  not  acceptable.  I  mean, 
I've  just  seen  it  now  for  the  first  time.  You've  never  heard  me  say 
something  like  that  from  here  as  it  relates,  but  sometimes  you've 
got  to  lay  down  a  marker  and  say  there's  no  way. 

I  just  took  my  arm  out  of  the  sling. 

[Laughter.] 

And  I'll  be  back  visiting  the  Doc  again. 

Absolutely  no  way. 

Mr,  Ludwig,  how  did  this  come  in?  When  did  you  put  this  provi- 
sion in? 

Mr.  Ludwig.  The  bill  is  the  result  of  an  interagency  effort  which 
included  Justice. 

Senator  D'Amato.  But  this  is  a  new  one,  this  provision  here? 
They  just  added  it,  right? 

Mr.  Ludwig.  Senator,  the  bill  was  not  presented  until  yesterday. 
While  the  proposal  was  enunciated  by  the  Secretary  in  terms  of  its 
major  provisions,  it  didn't  come  up  as  a  piece  of  legislation  until 
yesterday. 

Senator  D'Amato.  The  part  about  that  interagency,  the  Justice 
Department  put  this  in.  I  guess  they  don't  have  enough  to  do. 

The  Chairman.  Having  had  only  a  quick  reading  of  it,  I  must 
concur  with  Senator  D'Amato,  it  ought  not  to  be  in  there. 

I'm  willing  to  listen  to  the  arguments,  but  if  we're  going  to  have 
an  independent  banking  commission,  this  language  certainly  raises 
questions  in  my  mind.  So  let's  have  you  take  a  look  at  it. 

Senator  Shelby. 
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Excuse  me,  did  you  want  to  make  a  comment? 

Senator  D'Amato.  No,  thank  you. 

The  Chairman.  Senator  Shelby. 

Senator  Shelby.  Mr.  Chairman,  thank  you. 

My  arm  hasn't  been  in  a  sling,  and  I  hope  it  won't  be  at  the  end 
of  the  day. 

Chairman  Greenspan,  I  applaud  the  role  of  the  Fed.  I  believe 
that  the  American  people  have  a  lot  of  confidence  in  the  Fed.  Is  the 
Fed  perfect?  Absolutely  not.  Are  their  judgments  always  perfect? 
Absolutely  not.  But  isn't  there  a  way,  that  you  were  talking  about 
earlier,  to  consolidate  a  lot  of  this  duplication  here  without  we^en- 
ing  the  role  of  the  Fed? 

I  think  this  is  going  to  be  one  of  the  central  questions  here.  Are 
we  going  to  do  something  because  there's  a  so-called  legislative 
window,  a  political  window?  Are  we  going  to  do  something  hastily 
that  we  might  regret?  Are  we  going  to  consolidate  some  of  these 
duplications  that  we  could  do  away  with,  and  yet  retain  the  central 
role  of  the  Fed?  Would  you  like  to  sum  up  some  of  your  proposals 
again  succinctly? 

Chairman  Greenspan.  Senator,  I  think  that  we  have  gone 
through  the  whole  question  of  the  nature  of  supervision  and  regula- 
tion in  some  very  considerable  detail  over  the  years.  And,  obvi- 
ously, we  have  been  viewing  the  issue  with  a  renewed  sense,  trying 
to  see  where  and  what  parts  of  the  Administration's  proposal  we 
find  useful,  innovative,  and  capable  of  supporting. 

As  I  said  in  my  prepared  testimony,  I  think  that  reform  is  re- 
quired. There  has  been  a  gerry-built  structure  of  supervision  and 
regulation  which  I  find,  strangely  enough,  works  better  than  it 
probably  should,  if  you  look  at  the  way  it  was  built  up. 

But,  nonetheless,  there  is  an  element  of  duplication  which  is 
more  of  a  form  of  permutation  and  combination,  when  you  go  from 
one,  two,  three,  four,  than  just  the  arithmetic  or  even  the  geometric 
change.  When  you  get  up  to  four  Federal  regulators,  it  really  multi- 
plies all  of  the  complexity,  if  you  need  unanimity,  as  we  do  on  a 
number  of  questions  with  respect  to  certain  types  of  rulemaking. 

In  my  judgment,  if  you  curtail  it  from  four  to  two,  you  pick  up 
far  more  than  half — ^you  eliminate  far  more  than  half  the  excess. 
And  I  think  a  two-regulator  system,  while  clearly  not  as  manage- 
rially  efficient  as  the  single  one,  is  a  major  reduction  in  effort. 

Senator  Shelby.  It's  a  big  step,  isn't  it? 

Chairman  Greenspan.  It's  a  very  big  step.  But  there's  also  a 
very  important  issue. 

It's  not  clear  to  me  from  other  than  a  managerial  aspect,  looking 
strictly  at  the  issue  of  supervision  and  regulation  and  not  to  mone- 
tary policy  or  systemic  risk  or  the  like,  it's  not  clear  to  me  that  one 
is  better  than  two.  In  the  sense  that  we  often  find  that,  when  you 
have  individuals  negotiating,  you  come  up  with  a  better  idea,  and 
it's  important  to  us  specifically  when  we  recognize,  in  our  delibera- 
tions with  our  colleagues,  that  we,  of  necessity,  have  to  bring,  as 
I  indicated  in  my  opening  remarks,  an  economic  perspective  to  the 
process. 

And  the  process,  basically,  has  got  to  be  one  in  which  we  have 
to  take  the  statute  given  to  us  by  the  Congress,  try  to  get  a  sense, 
as  best  we  can,  of  what  the  underlying  purposes  of  the  Congress 
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were  with  respect  to  a  particular  piece  of  legislation,  and  try  to 
write  rules  which,  while  capturing  that  particular  general  notion, 
do  not  inadvertently  hobble  the  bank  with  forms  of  regulation 
which  makes  it  difficult  for  them  to  engage  in  the  type  of  prudent 
risk-taking  that  we  think  is  an  essential  ingredient  for  the  finan- 
cial system  and  for  the  economy  as  a  whole. 

So,  while  I  am  attracted  to  the  notion  of  having  a  single  person 
say,  this  is  it,  the  "this  is  it"  may  not  be  the  right  answer.  And  I, 
frankly,  would  be  a  good  deal  more  comfortable  with  a  process  in 
which  you  had  two  people,  two  groups,  two  organizations  coming 
together. 

It's  a  check  and  balance.  It  will  take  longer.  I  do  not  deny  that. 
It's  part  of  the  process,  but  I,  frankly,  suspect  it  may  be  better  pub- 
lic policy. 

Senator  Shelby.  Do  you  think  that  the  strength  of  our  financial 
systems  are  more  important  than  something  taking  just  a  little 
longer? 

Chairman  Greenspan.  I  think  it's  incumbent  upon  those  of  us  at 
the  Federal  Reserve  who  have  been  involved  in  this  to  try  to  make 
available  to  the  Congress  as  much  of  the  detail  and  our  concerns 
about  what  various  different  changes  in  legislation  will  do. 

One  thing  I  do  think  we  have  to  be  careful  about  is  to  make  cer- 
tain whatever  it  is  we  do,  we  get  it  right,  and  while  I  happen  to 
agree  with  the  Chairman,  I  think  that  there  is  a  certain  window 
that  exists,  and  partly  with  what  G«ne  Ludwig  said,  namely,  that 
banks  are  doing  well,  the  system's  doing  well,  and  we  don't  have 
extraneous  concerns  with  respect  to  the  structure  of  banking  that 
we  have  to  be  considerate  of  at  this  particular  moment  that  we 
would  have  at  other  times. 

That  is  not  the  same  thing  as  saying  that  we  should  be  acting 
hastily  or  without  fully  thinking  through  the  implications,  which 
could  be  quite  profound  if  we  go  in  the  wrong  direction. 

Senator  Shelby.  Mr.  Chairman,  I  believe  that  you  realize  there's 
a  lot  of  support  in  the  House  and  the  Senate  for  retaining  the 
central  role  that  the  Fed  plays  in  the  banking  system.  I  hope,  when 
you  consider  how  we  can  go  from  the  so-called,  that  20  percentage, 
or  whatever  it  is,  that  you  won't  give  that  away. 

Thank  you. 

The  Chairman.  Thank  you.  Senator  Shelby. 

Senator  Bennett. 

OPENING  COMMENTS  OF  SENATOR  ROBERT  F.  BENNETT 

Senator  Bennett.  Thank  you,  Mr.  Chairman. 

Mr.  Ludwig,  I  listened  to  your  testimony  and  found  myself  get- 
ting more  and  more  uneasy,  which  I  know  is  not  what  you  in- 
tended. But  you  remind  me  of  an  axiom  in  the  business  world 
which  is,  when  you've  made  the  sale,  shut  up.  And  this  Administra- 
tion has  made  the  sale  that  we  need  some  kind  of  consolidation. 

Now  the  Administration  should  shut  up  and  get  to  a  discussion 
of  what  kind  of  consolidation,  rather  than  continually  beating  us 
over  the  head  with  how  terrible  the  present  circumstance  is.  Be- 
cause everybody  agrees  how  terrible  the  present  circumstance  is. 
You've  made  that  sale. 
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The  issue  that  I  think  we're  confronted  with,  which  I  had  hoped 
we  would  get  here,  would  be  do  we  do  it  the  way  Treasury  wants 
to  do  it,  Secretary  Bentsen  wants  to  do  it,  you  want  to  do  it,  or  do 
we  do  it  the  way  the  Fed  wants  to  do  it? 

Chairman  Greenspan  responded,  I  think,  to  that  political  dy- 
namic by  giving  us  rather  specific  recommendations  of  the  way  to 
do  it.  Merge  the  OCC  and  the  OTS.  Remove  the  FDIC  from  exam- 
ining health  and  so  on.  There  are  a  series  of  bullet  points  here  with 
a  specific  plan,  in  Chairman  Greenspan's  point  of  view,  which  I 
found  lacking  in  yours,  other  than  a  cheerleading  for  we've  got  to 
clean  up  the  present  system,  and  then  at  the  end,  a  simple  state- 
ment that  the  Administration  bill  does  it,  without  the  kinds  of  spe- 
cific things  that  we  have  here. 

I  would  hope  you  would,  you  and  your  allies  in  the  Administra- 
tion who  are  in  favor  of  the  Administration's  bill,  come  back  to  us, 
probably  in  written  form,  because  I  don't  know  that  we're  going  to 
have  any  more  hearings  on  it,  but  with  a  recognition  that  the  need 
to  change  is  a  given,  and  let's  have  no  more  cheerleading  on  how 
terrible  the  present  system  is,  but  some  rather  hard  and  specific 
statements  as  to  whv  vour  proposal  is  better  than  the  Fed's. 

And  why  some  of  the  things  the  Fed  is  insisting  it  must  have, 
don't  make  sense,  instead  of  trying  to  bury  us  with  the  assumption 
that  if  we  stand  with  the  Fed,  we're  somehow  standing  for  the 
present  circumstance. 

I  am,  on  the  basis  of  what  I  have  heard,  prepared,  if  a  vote  were 
to  come  today,  to  vote  with  the  Fed.  And  say,  let's  adopt  those  pro- 
posals that  Chairman  Greenspan  has  given  us  here,  because  I've 
heard  no  compelling  reason  from  the  Administration,  in  any  speci- 
ficity, as  to  why  the  Fed's  ideas  are  not  good  ideas. 

Instead,  I  have  heard,  oh,  we  need  to  fix  the  system.  So  I  won't 
try  to  overmake  the  sale.  I  think  I've  made  the  point.  But,  I  would 
hope  you  would  take  that  message  back  to  the  Administration,  in 
your  role  here  as  the  chief  cheerleader  for  the  Administration's  po- 
sition, that  the  time  has  come  to  stop  talking  about  the  severity  of 
the  problem  and  start  getting  into  the  nuts  and  bolts  of  why  one 
proposal  is  better  than  another. 

Mr.  LUDWIG.  I'd  be  prepared  to  answer  that  now,  if  you'd  like. 

Senator  Bennett.  Td  be  delighted,  yes. 

Mr.  LuDWiG.  There  are  several  reasons  why  the  approach  the 
Administration  is  taking  is  the  best  possible  approach. 

First,  it  is  unfair  to  call  it  a  monolithic  system.  It  is,  indeed,  in 
its  basics,  a  system  of  checks  and  balances.  The  FDIC  would  retain 
its  independence,  its  backup  enforcement  authority.  The  FDIC 
would  be  an  independent  force,  or  if  you  will,  a  check  on  and  a  dy- 
namic tension  with  the  supervisor.  The  Fed  also  would  retain  its 
independence  and  its  focus  on  monetary  policy.  In  other  words,  you 
would  have  the  FDIC  focusing  on  the  critical  role  of  deposit  insur- 
ance and  liquidation,  its  core  mission,  and  the  Fed  focusing  on  its 
core  role,  monetary  policy. 

The  Fed  would  have  complete  independence  on  the  payments 
system  and  the  discount  window.  Its  key  role  in  the  economy  would 
be  retained.  Moreover,  in  terms  of  its  concern  about  hands-on  su- 
pervision, the  Administration's  proposal  has  a  variety  of  different 
tensions  built  in  that  give  the  Fed  some  very  significant  authority 
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in  the  banking  supervision  area.  First,  it  would  have  a  Board  seat 
on  the  new  FBC.  Second,  it  would,  in  any  year,  have  the  oppor- 
tunity to  examine  35  percent  of  the  entire  banking  system.  This 
would  actually  increase  the  Fed's  role  in  supervision.  Right  now, 
the  Fed  examines  about  15  percent  of  the  banking  institutions,  in 
terms  of  assets,  and  it  does  not  examine  the  lion's  share  of  the 
largest  institutions. 

The  Administration's  proposal  would  allow  the  Fed  to  select 
those  institutions  for  which  it  wants  to  take  a  lead  role,  so  that  it 
would  be  leading  the  examination  group  in  that  sizable  percentage 
of  institutions.  It  would  not  be  limited  to  the  largest  institutions, 
it  would  have  a  portion  of  the  smaller  institutions  it  could  select 
from  to  know  what  is  going  on  around  the  country.  Now  that  is  ac- 
tually an  increase  in  its  authority. 

The  fundamental  notion  of  the  Administration's  position  is  not  a 
monolithic  approach,  but  rather  one  of  three  legs  to  a  supervision 
stool:  the  independent  Fed,  the  independent  supervisory  mecha- 
nism, and  the  independent  FDIC  with  its  insurance  and  backup.  I 
can  go  into  this  in  greater  detail,  but  I  don't  want  to  overmake  the 
sale,  and  I'd  be  happy  to  meet  with  you  privately. 

Senator  Bennett.  OK  I'd  like  to  have  you  do  that.  If  we  could, 
now  that  you've  told  us  that  the  Fed  role  would  be  expanded  and 
the  Fed  would  be  far  better  off  under  the  Administration  position, 
let  me  ask  Chairman  Greenspan  if  Mr.  Ludwig  has  made  that  sale 
as  far  as  you're  concerned.  Do  you  feel  better  off  now  that  you've 
had  that  explained  to  you? 

Chairman  Greenspan.  Not  really.  Senator. 

[Laughter.] 

First  of  all,  I  think  it's  20  percent.  And  it's  the  State  member 
bank  assets,  as  a  percent  of  total  banking  assets,  that  you're  prob- 
ably using. 

There  are  two  basic  authorities  which  we  consider  to  be  crucial 
to  the  issue  of  our  authorities. 

The  first,  and  indeed  the  most  important,  which  has  not  been 
discussed  here  at  all,  is  the  fact  that  we  supervise  and  regulate  all 
the  holding  companies  which  have,  on  a  consolidated  basis,  more 
than  90  percent  of  the  total  banking  assets  in  the  system.  But,  it's 
the  rulemaking  process,  which  includes  applications  and  capital 
and  a  variety  of  other  subsidiary  issues,  which  gives  the  Federal 
Reserve  the  supervisory  clout  and  the  ability  in  periods  of  crisis  to 
go  into  various  major  banking  institutions  and  to  know  that  we  can 
have  a  major  influence. 

The  issue  of  the  number  of  banks  we  examine — which  is  a  wholly 
different  question  from  the  bank  holding  company  supervision  and 
regulation  and  especially  rulemaking  question — is  largely  for  pur- 
poses of  our  getting  a  general  judgment  about  the  nature  of  the 
banking  system,  and  that  is  more  related  to  the  issue  of  our  knowl- 
edge base  which  spills  over  into  monetary  policy. 

We  don't  need  to  have  a  major  extension  of  presence  in  the  num- 
ber of  banks  or  the  proportion  of  assets  which  we  currently  exam- 
ine. In  my  judgment,  the  particular  mix  is  certainly  sufficient  for 
our  purposes.  Whether  it's  necessary,  I'm  not  certain. 

I  can  imagine  slight  changes  here  and  there  which  could  not  af- 
fect, in  any  conceivable  manner,  in  my  judgment,  what  it  is  we're 
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picking  out  of  the  banking  system.  For  example,  we  don't  need  to 
have  major  national  banks  if  we  have  a  set  of  large  State  member 
banks  in  learning,  for  example,  how  the  derivative  markets  work. 
We  are  in  a  number  of  major  State  member  banks  which  are  deal- 
ers in  the  derivative  markets,  and  we  have  learned,  to  a  large  ex- 
tent, how  that  system  works. 

So,  since  we  know,  basically,  how  to  evaluate  derivatives  in  a  na- 
tional bank,  because  we  have  practice  in  the  State  member  banks, 
we  do  have  the  capability  of  reading  reports  from  the  Comptroller 
and  understand  how  it  works,  whereas,  if  we  didn't  have  the 
hands-on  examination  capabilities  within  the  State  member  banks, 
our  ability  to  deal  with  written  reports,  and  our  ability  to  under- 
stand how  the  system  works,  would  be  materially  impaired. 

I  think,  when  this  discussion  is  going  on  about  our  authorities 
going  up,  it  is  very  important  in  discussing  the  question  of  where 
the  Federal  Reserve's  powers  come  from,  to  start  with  the  bank 
holding  companies.  That's  the  crucial  issue.  That's  where  our  major 
control  of  systemic  risk  lies. 

The  question  of  what  proportion  of  banking  assets  we  supervise 
is  a  wholly  different  question  and  does  not  directly  relate  to  that 
issue.  Obviously,  to  the  extent  that  we  learn  how  the  various  sys- 
tems function  in  the  larger  banks  through  our  major  State  member 
bank  examinations,  we  know  a  great  deal  about  the  large  banking 
systems  and  it  is  very  helpful  in  understanding  how  systemic  risk 
affects  various  different  institutions.  But,  it's  the  holding  company 
supervision,  from  which  our  crucial  authority,  capabilities,  and 
clout  come  from  in  periods  of  crisis. 

Senator  Bennett.  And  you  wouldn't  be  reassured  by  having  a 
seat  on  the  Banking  Commission? 

Chairman  Greenspan,  I  don't  think  that  substitutes  in  any  re- 
gard, Senator. 

Mr.  LuDWiG.  If  I  might  respond  to  two  things,  Senator. 

First  of  all,  a  detailed  proposal  from  the  Administration  came  up 
yesterday.  It  is  a  legislative  proposal  which  actually  got  us  in  trou- 
ble with  Senator  D'Amato. 

Chairman  Greenspan.  I  noticed. 

Mr.  LuDWiG.  The  Fed  has  worked  hard  and  diligently.  They  have 
got  several  principles,  but  they  do  not  have  a  full-blown  legislative 
proposal.  So,  it  is  a  little  bit  like  comparing  apples  and  oranges. 

I  think  what  Chairman  Greenspan  says  about  the  importance  of 
the  Fed  makes  sense,  and,  as  I  said,  we  have  tried  to  address  that. 

One  thing  on  the  nolding  company  issue,  which  I  think  is  very 
important  to  emphasize,  is  that  these  banking  organizations  oper- 
ate along  functional  lines.  There  are  nonbank  subsidiaries  in  the 
holding  company,  holding  companies  themselves,  and  banks  with 
functions  which  are  quite  parallel.  So,  when  you  are  supervising 
and  writing  rules,  there  is  not  a  clean  distinction  between  what 
goes  on  at  the  holding  company  and  what  goes  on  at  the  bank. 
Consequently,  one  of  the  worries  we  have  is  what  drops  through 
the  cracks,  and  there  have  been  instances  where  we  assumed 
things  were  being  examined  in  the  holding  company  and,  in  fact, 
they  were  not. 

Banking  institutions  can  switch  back  and  forth  where  they  put 
their  assets  in  a  lot  of  different  important  areas  like,  for  example. 
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mortgage  servicing,  between  the  holding  company  and  the  banking 
subsidiary.  Having  a  clean  line  of  examination  is  very  important 
for  the  safety  of  the  system.  I  think  that  is  a  critical  element  of  the 
Administration  plan,  that  you  can  look  from  top  to  bottom,  care- 
fully, at  all  the  assets  in  a  banking  organization  and  not  simply 
look  at  a  portion  of  the  business  in  terms  of  trying  to  evaluate 
what  is  going  on  and  supervise  completely. 

Senator  Bennett.  Thank  you. 

Mr.  Chairman,  I  think  this  is  the  kind  of  conversation  that  will 
be  the  most  valuable  to  the  Committee,  as  we  hear  what  has  boiled 
down  to  two  basic  proposals,  two  protagonists  going  at  each  other, 
and  I  think  it's  been  useful  to  have  this  kind  of  exchange.  I  thank 
both  Mr.  Ludwig  and  Mr.  Greenspan. 

Chairman  Greenspan.  Did  you  want  me  to  make  one  comment? 

Senator  Bennett.  Please. 

Mr.  Ludwig.  We're  not  going  at  each  other.  We're  actually  great 
friends. 

The  Chairman.  I  understand  that,  but,  hopefully,  we're  reaching 
the  golden  mean  here,  coming  together. 

Chairman  Greenspan.  The  issue  that  Gene  Ludwig  raises  with 
respect  to  the  functional  relations  and,  more  specifically,  the  inte- 
gration of  the  lead  banks  and  the  holding  companies  is  an  impor- 
tant one. 

That's  the  reason  why  one  of  the  options  we  are  talking  about 
endeavors  to  address  that  question  and  tries  to  perceive  the  central 
line  for  the  vast  majority  of  banking  organizations  so  that,  indeed, 
there  is  a  single  regulator  per  banking  organization  for  precisely 
that  reason. 

We,  in  our  various  different  options,  end  up  with  a  modest  to 
small  number  of  large  institutions  in  which  we  are  not  able  to  do 
that  with  a  single  regulator.  In  our  judgment,  other  things  equal, 
you  would  have,  say  25  or  30  institutions  in  which  you'd  end  up 
with  a  holding  company  regulator,  which  would  be  the  Fed,  and  the 
Federal  Banking  Commission  doing  all  the  banking  organizations. 

That  is  not  as  efficient  as  one  doing  the  total.  In  order  to  create 
a  seamless  line,  as  Gene  points  out,  in  all  institutions,  you  do  need 
a  single  banking  regulator.  But  the  cost  to  public  policy  and  to  the 
financial  system  of  that  advantage — and  it  is  an  advantage — in  my 
judgment,  is  just  far  too  great. 

I  think  in  the  balancing  of  public  policy  issues,  which  gets  not 
only  to  the  efficacy  of  supervision  and  regulation  but  the  impor- 
tance of  the  central  bank  in  the  structure  of  the  financial  system, 
we  come  down  very  strongly  on  the  weighting  of  these  pluses  and 
minuses  to  argue  that  it  is  preferable  to  have  a  mild  deficiency  in 
this  break,  which,  I  think,  can  probably  be  made  very  minimal, 
rather  than  pay  the  cost  in  what  I  consider  to  be  a  major  difficulty 
with  the  banking  system  and  a  number  of  other  issues  which  would 
accrue  from  the  single  regulator. 

The  Chairman.  That's  one  of  the  reasons  why  we  want  to  talk 
to  the  bankers  who  are  premier  to  monetary  policy.  They're  not  in- 
volved to  the  same  degree  with  respect  to  regulatory  activity,  so 
there  is  an  anomaly  there  that  we  ought  to  take  a  look  at. 

Senator  Sarbanes. 
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OPENING  STATEMENT  OF  SENATOR  PAUL  S.  SARBANES 

Senator  Sarbanes.  Thank  you  very  much,  Mr.  Chairman. 

Chairman  Greenspan,  I  want  to  t^e  as  my  text  for  the  questions 
I  want  to  put  to  you,  a  story  that  appeared  in  the  New  York  Times 
on  Saturday  bv  Keith  Bradshear  and  a  story  that  appeared  in  the 
American  Banker  on  December  21,  1993,  by  Jim  McTeague. 

Now  the  Bradshear  story,  last  Saturday,  headHned  'Twelve 
Bankers  Back  Fed  on  Powers;  Oppose  Clinton  for  Regulatory 
Shift."  I'm  now  quoting  from  the  story: 

In  a  closed  meeting  with  the  Federal  Reserve's  top  officials,  a  dozen  of  the  Na- 
tion's most  powerful  bankers  vowed  to  back  the  Fed  in  opposing  the  Clinton  Admin- 
istration's plan  for  centralizing  banking  regulation.  The  Chairmen  of  big  banks  in 
each  of  the  Fed's  twelve  regional  districts  endorsed  instead  the  Fed's  plan  to  take 
over  the  bank  supervision  role  of  the  Federal  Deposit  Insurance  Corporation  accord- 
ing to  a  copy  of  the  meeting's  official  summary. 

And  later  on  in  the  story,  it  says: 

Unlike  the  minutes  of  the  Fed's  meetings  on  interest  rate  policy,  which  are  re- 
leased 6  weeks  after  each  session,  the  summary  of  the  Fed's  quarterly  meetings 
with  bankers  are  not  released  publicly.  The  bank  regulation  section  of  the  summary 
from  the  most  recent  meeting  was  obtained  today  from  a  person  not  at  the  Fed  but 
sympathetic  to  it. 

Joseph  R.  Coyne,  the  Press  Secretary  for  the  Fed,  declined  to  comment  on  the 
Council  meeting. 

Treasury  officials  also  declined  to  comment,  saying  that  they  did  not  have  a  copy 
of  the  Council's  summary. 

Participants  in  the  meeting  also  refused  to  discuss  it. 

And  then  they  name  a  few  of  the  participants. 

I'm  hopeful  that  here  today  we  may  be  able  to  discuss  it. 

Now,  to  round  out  the  premise  of  the  questions,  I  now  want  to 
quote  from  the  American  Banker  article  back  in  December.  This  is 
talking  about  regulatory  reform  and  also  community  reinvestment 
policy,  covered  in  this  article.  It  says,  and  I'm  now  quoting,  these 
are  things  that  are  on  the  public  record,  which  give  me  some  con- 
cern. I  want  to  examine  them  here  this  morning. 

The  Fed  endeared  itself  to  the  big  banks  December  10th,  when  some  of  its  mem- 
bers declared  they  would  sink  the  CRA  plan  if  banks  expressed  their  disapproval 
during  the  current  comment  period.  'I'm  perfectly  willing  to  tear  it  up,  throw  it  into 
the  fireplace,  and  go  back  and  start  all  over  again,'  said  Fed  Governor  Lawrence 
Lindsay. 

Some  bankers  tell  me  .  .  . 

This  is  the  article  now: 

.  .  .  Some  bankers  teU  me  that  the  Fed,  in  enlisting  them  to  oppose  the  Adminis- 
tration's regulatory  reform,  cited  that  December  10th  meeting,  ana  suggested  it  was 
time  for  banks  to  return  the  favor. 

Now,  first  of  all,  is  the  New  York  Times  article  about  this  meet- 
ing accurate?  Would  you  care  to  comment  about  that? 

Chairman  Greenspan.  This  is  the  Federal  Advisory  Council, 
which  is  a  statutory  organization  under  the  Federal  Reserve  Act, 
and  goes  back  to  the  1913  original  Act,  which  requires  us  to  consult 
with  the  representatives  of  the  twelve  Federal  Reserve  districts. 

They  come  in  periodically  and  we  usually  have  a  go  around  on 
a  number  of  different  issues  of  particular  importance.  My  recollec- 
tion of  the  meeting,  and  this  is  probably  something  which  I'd  much 
prefer  to  take  a  look  at  the  notes  that  everyone  had,  was  we  dis- 
cussed the  types  of  things  that  are  being  discussed  today.  That  is, 
the  questions  of  what  are  the  appropriate  policies  and,  indeed, 
you're  having  the  banking  groups  up  tomorrow,  are  you  not?  You 
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can  ask  them.  It's  pretty  much  the  same  groups  of  people.  What 
we  have  found  in  this  regard  is  that  the  bankers,  as  Senator  Mur- 
ray said  early  on,  are  substantially  in  opposition  to  a  single  regu- 
lator, I  suspect,  but  I'm  not  certain,  for  many  of  the  reasons  that 
I  have  in  my  testimony  today. 

We  do  discuss  the  various  different  issues,  monetary  policy,  regu- 
latory policies,  and  other  things,  any  matters  that  the  bankers  or 
we  wish  to  discuss. 

I  must  say  to  you,  I  don't  recall  at  any  of  those  meetings  the 
quote  attributed  to  Governor  Lindsay,  and  I  very  strongly  reject 
the  notion  that  we  are  not  supporting  the  appropriate  application 
of  CRA,  which  we  are  statutorily  obligated  to  implement. 

We  may  have  differing  views  as  to  the  best  way  to  do  that.  My 
own  personal  view  is  that  the  issue  of  discrimination  is  abomi- 
nable, that  I  think  it  exists  in  lending  practices.  It  was  the  Fed 
which,  I  think,  found  the  smoking  gun  when  our  Federal  Reserve 
Bank  of  Boston  study  showed  how  it  was  done,  and  we  are  very 
strongly  supportive  of  maintaining  an  appropriate  CRA  presence. 

We,  at  the  Fed,  have  got  a  fairly  large  establishment  which  does 
that. 

Senator  Sarbanes.  Today  and  the  American  Banker,  and  I'm 
now  quoting  the  article: 

A  banking  advisory  group  affiliated  with  the  Federal  Reserve  has  issued  a  report 
to  top  agency  officials  that  it  is  highly  critical  of  regulators'  proposed  reform  of  the 
Community  Reinvestment  Act. 

The  Federal  Advisory  Council  .  .  . 

The  same  group  that  we've  made  reference  to  that  was  referred 
to  on  Saturday  for  opposing  the  regulatory  changes. 

.  .  .  the  Federal  Advisory  Council  twelve-member  group  representing  big  banks 
that  advise  the  Fed  on  banking  issues,  recently  called  on  regulators  to  refocus  their 
proposal  on  a  single  element. 

Has  this  Federal  Advisory  Council  traditionally  issued  state- 
ments of  this  sort? 

Chairman  Greenspan.  I  don't  ever  recall  such  a  thing  existing. 
Are  you  sure  that  it's — I  know  it's  in  the  newspaper.  Did  anyone 
check  to  see  whether  it's  accurate? 

Senator  Sarbanes.  Well,  I'm  asking  you.  If  it's  not  accurate,  I 
think  you  ought  to  set  the  record  straight.  I  mean,  I'm  working  off 
the  public  record  here. 

Chairman  Greenspan.  No,  no.  I  understand  that. 

Senator  Sarbanes.  Of  course,  I'm  not  only  working  off  the  public 
record  but  the  public  is  working  off  this  public  record. 

[Laughter.] 

And,  therefore,  if  it's  misplaced  or  inaccurate,  we're  depending  on 
you  to  try  to  set  it  straight  here  this  morning.  That's  in  part  why 
I'm  putting  the  questions  to  you. 

Chairman  Greenspan.  But,  I  have  no  knowledge — I'm  aware  of 
what  the  group  does  in  the  meetings  that  we  have  periodically, 
which  I  find,  frankly,  very  useful  to  us  because  it  gives  us 

Senator  Sarbanes.  It  says  the  Federal  Advisory  Council  laid  out 
its  concerns  in  a  confidential  statement  to  Fed  officials  after  a  Feb- 
ruary 11  meeting.  Now,  how  are,  do  you  have  any  knowledge  of 
how  all  of  this  is  being  leaked? 

Chairman  Greenspan.  I  do  not.  Senator. 
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Senator  Sarbanes.  The  New  York  Times  said  that  the  regulatory 
thing  was  obtained  from  a  person  not  at  the  Fed  but  sympathetic 
to  it. 

I  want  to  go  back  to  the  December  21  article,  and  I'm  just  quot- 
ing the  writing  of  the  author  of  the  article  now: 

Some  bankers  tell  me  that  the  Fed,  in  enlisting  them  to  oppose  the  Administra- 
tion's regulatory  reform,  cited  that  December  10th  meeting. 

That's  the  meeting  where,  according  to  this  article,  the  Fed  en- 
deared itself  to  the  big  banks  when  some  of  its  members  declared 
they  would  sink  the  CRA  plan  if  banks  expressed  their  disapproval 
during  the  current  comment  period.  And  it's  there  that  the  Lindsay 
quote  appeared. 

Chairman  GREENSPAN.  Let  me  say  that,  were  we  to  do  that,  that 
would  be  wholly  inappropriate.  I'm  not  even  sure  whether  there's 
a  legal  question  in  that.  And  we  do  not  do  that  sort  of  thing.  As 
far  as  I  know,  I've  been  in  on  those  meetings.  I  would  not  allow 
such  a  discussion  to  go  on. 

The  Chairman.  But  isn't  this  a  remarkable  juxtaposition?  I 
mean,  these  stories  are  written  by  distinguished  journalists  writing 
in  different  places.  And,  the  fact  that  all  of  this  fits  together,  and 
you  just  said  you  can't  recall  another  time  when  a  statement  like 
this  has  been  put  out,  and  you  had  the  lead  in  to  it  in  an  earlier 
story.  Do  we  scratch  our  heads  at  things  like  that? 

Chairman  Greenspan.  Senator,  let  me  just  say  one  thing.  The 
implication  of  that  is  that,  basically,  somehow  we're  trading  off 
support  from  the  banking  community  and  some  of  our  regulatory 
initiatives  and  views  for  having  some  form  of  tit-for-tat  regulation 
on  CRA.  I  would  deny  that  completely,  fully,  unequivocally.  I  think, 
were  that  the  case,  it  would  be  an  absolute  miscarriage  of  our  ap- 
propriate policies. 

Senator  Sarbanes.  Are  you  making  that  denial  as  to  yourself, 
personally,  as  the  Chairman,  or  are  you  denying  it  for  the  entire 
Board  of  Governors? 

Chairman  Greenspan.  I'm  denying  it  for  the  Board  of  Governors. 

Senator  Sarbanes.  So  you're  assuming  here  the  burden  of  assert- 
ing to  us  that  nothing  of  that  sort  has  transpired  on  the  part  of 
any  members  of  the  Board  of  Governors? 

Chairman  Greenspan.  Well,  you're  asking  me  whether  or  not  in- 
dividual members  may  have  said  something  in  private  to  another 
individual?  I,  obviously,  have  no  way  of  knowing  that.  What  I  do 
have  the  authority  to  do  is  to  commit  the  Board  of  Governors.  I  am 
the  Chief  Executive  Officer.  No  individual  member  can  cut  a  deal, 
if  you  wish  to  put  it  that  way.  It  would  be  most  inappropriate. 

Senator  Sarbanes.  Let  me  ask  you  another,  somewhat  broader, 
question. 

Is  the  Fed's  ability  to  be  the  regulator  of  certain  banks  important 
to  the  Fed  on  occasion,  when  it  wants  to  move  in  certain  directions 
with  respect  to  monetary  policy,  in  enlisting  the  cooperation  of  the 
banks  to  do  so? 

Chairman  Greenspan.  You  mean,  to  be  very  specific,  if  we,  for 
example,  were  to  reduce  the  Federal  funds  rate  to  try  to  induce 
them  to  lower  the  prime  rate?  I  mean,  is  that  the  type  of  thing 
you're  referring  to? 
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Senator  Sarbanes.  No.  I'm  thinking  more  of  when  you  get  an  in- 
stability in  the  system  and  you're  calHng  on  the  banks  to  come  for- 
ward in  order  to  tide  it  over. 

You  see 

Chairman  GREENSPAN.  The  answer  is  yes,  we  do. 

Senator  Sarbanes.  Your  role  as  a  regulator  is  important  then,  in 
enlisting  that  cooperation  from  the  banks? 

Chairman  Greenspan.  Yes,  Senator,  it  is.  I  think  it's  crucial. 

Senator  Sarbanes.  What  about  the  problems  that  have  been 
raised  to  us  by  some  in  the  banking  industry  that  they,  in  effect, 
go  along  because  they  feel  that  since  you're  their  regulator,  they 
have  to  play  ball  with  you? 

Chaii*man  Greenspan.  Well,  now  let  me  give  you  a  very 

Senator  Sarbanes.  Maybe  they  should  have  to  play  ball  with 
you.  I  mean,  I  guess  the  counteranswer  to  that  on  your  part  is, 
look,  we  have  a  pressing  crisis  here.  We  want  to  take  certain  mone- 
tary action,  and  we're  going  to  lean  on  these  institutions  in  each 
and  every  way  wo  can  because  we  think  they're  very  high  stakes 
and  we're  going  to,  in  effect,  put  the  pressure  on  them  to  respond. 
But,  you  do  get  a  mixing,  in  that  instance,  I  would  take  it,  of  the 
straight  regulatory  role  with  a  monetary  policy  rule,  do  you  not? 

Chairman  Greenspan.  You  do,  and — let  me  give  you  a  very  spe- 
cific instance  when,  indeed,  that  was  done. 

The  day  after  the  stock  market  crash  of  October  1987,  it's  the 
day  we  injected  a  considerable  amount  of  liquidity  in  the  system 
and  did  everything  which  a  central  bank  is  supposed  to  do,  as  it 
says  in  the  textbooks. 

The  really  crucial  issue,  however,  is  that  we  became  acutely 
aware  that  there  was  tremendous  fear  and  uncertainty  in  the 
banking  community  and  a  prospective  of  freezing  up  of  payments 
and  activity  because,  for  example,  a  typical  bank  makes  huge  num- 
bers of  payments  earlier  in  the  day,  expecting  large  payments  com- 
ing back  later  in  the  day,  or,  I  should  say,  half  of  them  are  in  that 
position. 

There  were  a  substantial  number  of  large  institutions  who  were 
very  concerned  about  making  payments  on  that  following  day,  fear- 
ing that  a  number  of  the  people  who  were  scheduled  to  make  pay- 
ments back  later  in  the  day  would  not  be  solvent.  And  making  the 
payments  out  in  the  morning,  which  essentially  could  very  well  be 
the  size  of  their  capital,  could  leave  them  at  the  end  of  the  day  in- 
solvent. 

We  went  into  a  number  of  those  organizations  to,  in  fact,  indicate 
that  it  was  in  their  rational  self-interest  to  make  those  payments 
because  if  they  failed,  you  would  have  the  whole  system  seizing  up, 
and  it  would  be  not  only  to  everyone's  detriment  but,  specifically, 
to  theirs  as  well. 

And  the  answer  is  yes,  we  do,  and  did  go  into  those  organizations 
under  those  conditions,  because  that  is  what  a  central  bank  is  sup- 
posed to  do  when  confronted  with  a  crisis  where  there  is  a  high  de- 
gree of  fear.  We  try  to  bring  an  element  of  rationality  into  the  sys- 
tem. 

In  this  particular  case,  it  was  crucially  important  to  stabilizing 
the  system. 
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Senator  Sarbanes.  I  guess  the  question  I'm  asking  is  not  wheth- 
er you  tried  to  introduce  an  element  of  rationaHty  into  the  system, 
and  as  you  iust  put  it,  tried  to  make  them  see  that  it  was  in  their 
rational  seli-interest  to  behave  in  a  certain  direction  but  whether, 
in  addition,  the  dimension  that  you  are  their  regulator  enables  you 
to  apply  a  pressure  upon  them  over  and  beyond  the  rational  per- 
suasion. 

So  they,  in  effect,  say,  well,  you  know,  we're  not  persuaded  ra- 
tionally. We  don't  really  agree  but  these  people  are  our  regulators 
and  they  can  cause  us  a  lot  of  grief  if  we  don't  go  along  on  this 
thing,  and  so  we  better  go  along  on  this. 

Chairman  Greenspan.  We  stay  on  this  side  of  threatening.  We 
think  threatening  them,  which  we  do  not  do,  is  inappropriate. 

Senator  Sarbanes.  A  wink  from  you,  Mr.  Chairman,  for  many 
constitutes  a  threat,  does  it  not?  I  mean,  you  don't  have  to  threat- 
en. You  just  have  to  say  a  few  well-chosen  comments? 

Chairman  Greenspan.  I  hope  it's  only  a  few. 

Senator  Sarbanes.  And  I  hope  they're  well-chosen  too. 

[Laughter.] 

Chairman  GREENSPAN.  I've  said  about  as  much  on  this  as  I  in- 
tend to. 

The  Chairman.  Senator  Bond. 

OPENING  COMMENT  OF  SENATOR  CHRISTOPHER  S.  BOND 

Senator  Bond.  Thank  you,  Mr.  Chairman. 

My  apolo^es  to  you,  Mr.  Chairman,  and  to  the  witnesses.  We 
had  a  hearmg  in  the  Treasury  Appropriations  Committee  where 
I'm  a  Ranking  Member,  and  I  had  to  be  there  and  miss  much  of 
what  I'm  sure  was  interesting  discussions. 

Today,  I  have  a  statement  that  I  would  like  to  submit  for  the 
record. 

The  Chairman.  Without  obiection,  so  ordered. 

Senator  Bond.  I  have  read  some  of  the  statements  and  my  able 
staff  has  tried  to  keep  track  of  what  questions  have  bee  previously 
asked,  but  in  case  I  miss,  my  apologies  for  duplicating  any  ques- 
tions you've  previously  addressed. 

Let  me  start  off,  Mr.  Fiechter,  the  Office  of  Thrift  Supervision  is 
currently  under  stress  and  the  number  of  institutions  declining  are 
reducing  the  assessment  income.  I  assume  that  as  your  income 
goes  down,  the  ability  of  GTS  to  function  becomes  more  of  a  prob- 
lem. If  so,  how  are  you  handling  it,  and  in  this  situation,  even  if 
we  are  not  able  to  come  up  with  a  mutually  agpreed  compromise 
that  keeps  everybody  sullen  but  not  rebellious,  which  we  can  get 
through  the  Congress,  do  vou  think  it's  possible  that  we  should  go 
ahead  with  the  merger  of  the  OTS  and  the  OCC  in  any  case? 

Mr.  Fiechter.  Let  me  treat  that  as  two  questions.  First,  how  are 
we  handling  it,  and  then  second,  what  might  be  a  possible  solution. 

I  think  we're  handling  it  reasonably  well.  It's  a  bit  of  a  Chinese 
water  torture,  however,  for  the  staff.  The  average  cut  in  staff  has 
been  12  percent  a  year.  It  was  17  percent  in  1993,  and  to  the  ex- 
tent that  we  continue  to  have  institutions  in  recent  years,  for  the 
most  part,  flipping  to  State  charters,  it  is  extremely  difficult  for  me 
when  a  competent  senior  person  comes  up  and  says  the^ve  been 
offered  a  job  elsewhere,  and  we  try  to  convince  them  that  they 
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should  stay  at  OTS  for  any  length  of  time,  recognizing  that  they 
might  have  their  job  eliminated  18  months  hence, 

I  think  that,  absent  some  change  in  the  flow  of  institutions  out 
of  OTS,  there  really  is  a  critical  need  to  address  the  OTS  problem. 

The  difficulty  with  a  simple  merger  with  the  OCC,  and  not  doing 
much  other  than  that,  is  that  many  of  the  pressures  that  thrifts 
are  facing,  the  OCC  is  also  facing.  To  the  extent  that  there  is  a 
very  significant  difference  in  the  way  the  regulatory  costs  are  dis- 
tributed between  Federal  institutions  and  State  institutions,  the 
OCC  is  also  beginning  to  experience  a  loss  of  Federal  institutions 
since,  under  our  current  system,  national  banks  and  thrifts  have 
to  pay  for  their  supervision.  State  member  banks  and  nonmember 
banks  get  Federal  supervision,  in  essence,  free.  There's  no  explicit 
charge  for  that. 

That  puts  a  tremendous  pressure  on  institutions  that  the  OCC 
and  OTS  supervise  to  leave.  You  might  be  taking  what  I  consider 
a  very  large  problem  for  OTS  and  merging  it  with  another  agency 
with  a  lesser  problem.  I  don't  know  that  you've  solved — over  the 
long  term,  that  doesn't  seem  like  much  of  a  solution. 

Senator  Bond.  Mr.  Hove,  I  might  ask  you  how  you  would  re- 
spond to  the  testimony  that  suggests  that  it  has  been  a  conflict  of 
interest  for  the  FDIC  to  be  both  a  regulator  and  an  insurer.  I  gath- 
ered that  from  the  OTS  testimony. 

Mr.  Hove.  Our  role  as  a  regulator  applies,  specifically,  as  pri- 
mary regulator  of  those  banks  that  are  State-chartered  banks  that 
are  not  members  of  the  Federal  Reserve  System. 

We  have  operated  very  well  with  those  institutions,  and,  in  fact, 
have  a  very  skilled  cadre  of  bank  examiners  that  work  very  effec- 
tively for  the  FDIC.  We  have  worked  with  State  supervisors  and 
have  allowed  the  State  supervisors  in  those  States  where  they  have 
certified  examination  staffs  to  do  the  examination  in  one  year,  and 
the  examination  in  the  other  year  is  done  by  the  FDIC. 

This  has  worked  very  well.  We  have  been  able  to  conduct  our  ex- 
amination responsibilities  in  those  institutions  very  well,  working 
with  those  States  that  now  have  certified  examination  staffs.  There 
are  about  30  States,  I  think,  29  or  30  States,  that  have  certified 
examination  staffs. 

In  the  other  institutions,  we  serve  as  a  backup  to  the  primary 
regulator.  Our  concern  there  is  the  safety  and  soundness  of  the  in- 
stitutions and  the  integrity  of  the  insurance  fiinds.  As  you  know, 
the  insurance  funds  were  stressed  very  much.  Our  goal  in  the  last 
couple  of  years  has  been  to  restore  those  funds.  I  think  the  FDIC 
has  done  a  credible  job  in  restoring  those  funds. 

It  is  extremely  important  that  we  do  continue  that  role  as  a 
backup  to  the  primary  regulator,  whoever  that  primary  regulator 
is,  because  we,  in  fact,  are  the  last  line  of  defense  before  the  tax- 
payers get  the  bill. 

It  is  important  that  we  have  all  of  these  things  that  I  outlined 
in  my  testimony — that  we  have  the  availability  of  information  that 
will  flow  on  all  institutions,  not  just  those  that  we  were  primary 
regulators  of,  but  all  institutions,  that  we  have  the  information  to 
ascertain  what  the  risk  to  the  insurance  fund  is.  And  that  we  can 
make  sure  that  if  we  see  risks,  that  we  can  identify  those  risks,  j 
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stop  those  risks,  and  have  the  ability  to  go  in  and  prevent  any  big 
risks  from  happening. 

Senator  Bond.  Under  either  the  Treasury  plan  or  the  competing 
proposals  from  the  Federal  Reserve,  you,  by  losing  your  primary 
regulatory  function,  lose  some  of  the  ability  to  perform  the  kinds 
of  examinations  necessary  to  ensure  the  safety  and  soundness,  to 
perform  your  insurance  protection  role? 

Mr.  Hove.  We  would  lose  that  examination  staff  that  we  now 
have  that  conducts  the  examination  in  State-chartered  nonmember 
banks.  Those  institutions  would  be  taken  away  from  us  in  either 
proposal. 

Senator  Bond.  There  isn't  anv  overlap.  Do  you  get  any  benefit 
in  protecting  the  insurance  fund  from  the  expertise  and  the  prac- 
tical application  of  those  examinations? 

Mr.  Hove.  Yes,  we  would.  Certainly  we  would  have  the  informa- 
tion available  from  either  of  these  proposals,  but  we  would  need  to 
retain  the  examination  staflF  so  that  we  could  serve  in  the  backup 
role  that  we  now  have  and  would  continue  to  have.  We  would  still 
need  a  supervisory  staff  that  could  look  at  all  the  examination  re- 
ports. 

We  need  to  maintain  the  skill  and  expertise  that  we  have  in  our 
supervisory  staff  so  that  they  can  look  at  examination  reports  intel- 
ligently and  determine  what  the  risks  to  specific  institutions  are, 
to  assign  the  premium  rates,  to  determine  where  there  are  prob- 
lems that  we've  identified  that  perhaps  the  primary  regulator  has 
not  identified.  This  is  the  balance  that  I  think  is  needed. 

Senator  Bond.  Mr.  Ludwig,  you  say  the  single  regulator,  if  it's 
an  FDC,  being  able  to  do  a  better  job  of  protecting  consumer  inter- 
ests, being  able  to  issue  more  consumer  regulations,  is  this  one  of 
the  things  that  the  consolidated  FDC  would  be  able  to  do  as  a  bank 
regulator, 

Mr.  Ludwig.  Well,  sir,  on  the  consumer  side,  I  do  think  there  is 
a  huge  benefit.  Let  me  explain  one  of  the  key  elements  here. 

Right  now,  all  of  the  agencies  get  consumer  complaints.  We  get 
about  15,000  complaints  a  year,  but  roughly  3,000  of  those  are  sent 
to  the  OCC  in  error  because  consumers  simply  don't  know  which 
agency  to  complain  to  about  a  bank,  and  I  don't  blame  them.  I  do 
not  know  whether  you  have  seen  the  chart 

Senator  Bond.  Yes. 

Mr.  Ludwig.  — you've  seen  the  chart  outlining  who  regulates 
what.  It's  so  complex  even  a  skilled  regulator  would  have  trouble 
in  the  case  of  any  given  subsidiary  figuring  it  out,  let  alone  a 
consumer.  So  there  is  clearly  a  benefit  to  having  one  regulator. 
There's  no  doubt  about  that. 

Senator  Bond.  How  about  the  issuance  of  regulations? 

Mr.  Ludwig.  I  think  having  a  single  issuance  of  regulations  in 
the  consumer  area,  just  like  in  the  safetv  and  soundness  area,  has 
benefits.  It  has  benefits  in  terms  of  speed  and  consistency. 

The  worry  about  such  regulation's  being  arbitrary  is  a  genuine 
worry.  That  is  the  reason  for  having  a  Board  that  is  made  up  of 
a  variety  of  different  elements.  The  Board  would  include  a  former 
State  regulator,  a  representative  of  the  Treasury,  a  representative 
of  the  Fed,  and  three  independent  members,  one  of  whom  must  be 
from  the  other  party.  So  you  have  the  kind  of  diversity  needed  for 
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any  decisionmaking,  but  at  the  same  time  you  have  speed  and  con- 
sistency. 

Senator  Bond.  Let  me  move  to  Chairman  Greenspan. 

Some  of  the  discussion  yesterday,  Mr,  Chairman,  suggested  that 
the  Federal  Reserve  opposes  a  single  regulator  because  it  just 
doesn't  want  to  give  up  its  turf  and  that,  in  fact,  the  counter- 
proposal discussed  by  the  Fed  is  an  opportunity  to  grab  more  turf. 
How  do  you  respond  to  that? 

Chairman  Greenspan.  The  concept  that  we  are  putting  forth  has 
got  nothing  to  do  with  the  issue  of  turf.  In  fact,  I  think  the  history 
of  the  Federal  Reserve,  especially  in  recent  years,  is  not  of  an  insti- 
tution seeking  to  increase  its  portfolio.  Indeed,  we  had  a  little 
struggle  on  the  issue  of  supervision  and  regulation  of  margins  on 
stock  index  futures  which  we  were  not  terribly  happy  getting  in- 
volved with,  but  the  Congress  said,  "it's  yours."  We're  not  looking 
to  expand  our  activities. 

The  issue  gets  down  to  the  question  of  how,  in  the  consolidation, 
State  nonmember  banks  are  appropriately  handled.  As  I  said  in  my 
prepared  remarks,  the  issue  here  is  what  is  appropriate  public  pol- 
icy, and  there  are  a  lot  of  people  who  argue,  and,  I  think,  with 
some  persuasiveness,  that  the  issue  of  having  a  single  Federal  reg- 
ulator for  all  State-chartered  institutions  is  an  appropriate  policy 
issue  from  the  point  of  view  of  how  you  would  structure  the  system 
if  you  were  starting  from  scratch. 

What  I  am  not  saying,  because  I  don't  believe  it  is  true,  is  that 
we  need  additional  examination  authorities  to  do  our  job  as  the 
central  bank.  This  has  got  nothing  to  do  with  that,  and  that's  really 
the  reason  we  put  it  up  in  the  form  in  which  we  did.  It's  going  to 
have  to  be  a  judgment,  assuming  that  we  move  in  this  direction, 
of  the  Congress  to  decide  where  those  institutions  will  ultimately 
reside. 

I  think  it's  a  major  question  of  the  dual  banking  system,  how  it 
is  constructed,  in  what  form  do  we  ensure  its  perpetuation,  and  it 
has  got,  in  a  sense,  nothing  to  do  with  the  Fed. 

If  you  ask  me  if  I  look  forward  to  expanding  authorities  at  the 
central  bank,  the  answer  is,  frankly,  I  do  so  with  great  reluctance, 
and  would  do  so  only  if,  in  the  judgment  of  the  Congress,  that  it 
was  the  appropriate  policy.  We're  not  seeking  additional  authori- 
ties, at  least  those  of  us  who  focused  on  the  implications  of  what 
happens  when  you  take  on  a  large  load,  I  think,  would  not  look 
upon  it  with  great  anticipation. 

Senator  Bond.  Mr.  Chairman,  yesterday  I  was  somewhat  encour- 
aged, because  of  my  support  for  the  dual  banking  system,  by  the 
information  that  we  gathered  that  the  new  Treasury  proposal 
would  accept  State  exams  for  well-capitalized  State-chartered  insti- 
tutions with  less  than  $250  million  in  aggregate  assets,  and  a  pro- 
posal not  to  charge  assessments  on  the  first  $1  billion  in  aggre- 
gated assets  of  State-chartered  institutions.  Do  these  changes  meet 
some  of  your  concerns  with  preserving  the  dual  banking  system?  If 
so,  do  they  go  far  enough?  If  not,  why  would  these  not  take  care 
of  it? 

Chairman  Greenspan.  Senator,  as  I  understand  it,  rule  mak- 
ing— which  is  very  crucial  to  the  whole  issue — nonetheless  remains 
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with  the  Federal  Banking  Commission,  which  is  the  charterer  of 
national  banks. 

Let  me  take  a  minute  just  to  indicate  in  some  more  detail  what 
it  is  that  bothers  me  about  this  particular  process. 

I  think  that  a  single  regulator  would,  by  its  nature,  move  toward 
a  narrow  view  of  safety  and  soundness  eventually,  and  I  would  say 
of  necessity,  because  of  what  economists  call  regulatory  bias.  If  you 
have  a  State-chartered  organization  which  has  certain  powers 
granted  by  the  State,  but  you  have  another  organization  which  can 
construct  a  set  of  rules  which  you  are  required  to  maintain,  if  those 
rules  are  more  stringent  than  the  powers  implicit  from  the  States, 
they  prevail. 

It  is  the  tightest  set  of  rules  which  prevail,  not  an  averaging  or 
not  just  a  choice.  For  example,  just  to  take  an  extreme  case,  sup- 
posing there  was  a  Federal  Banking  Commission  rule  which  said 
that  all  small  State-chartered  institutions  would  have  to  have  no 
more  than  a  20  percent  loan/deposit  ratio,  the  powers  that  might 
exist  within  the  State  to  achieve  much  more  expanded  bank  activi- 
ties would  be  countermanded. 

What  I  am  saying  is  that  so  long  as  you  have  rulemaking  at  the 
Federal  level,  that  the  structure  of  the  State's  capability  of  main- 
taining the  dual  banking  system,  I  would  say,  is  materially  inhib- 
ited. 

While  it  is  certainly  the  case  that  examinations  would  not  be  a 
problem,  I  think  that,  so  long  as  the  rules  stay  there,  you  have  that 
particular  problem. 

The  Chairman.  If  you  are  going  to  move  on,  I  would  like  to  make 
a  point  on  that. 

Senator  Bond.  OK  I  am  going  to  finish  up  and  submit  the  re- 
mainder of  my  questions. 

I  want  to  go  through  one  very  brief  set  of  questions,  if  you  please. 

The  Chairman.  If  you  would  just  yield  for  a  moment  here. 

On  that  very  point.  Chairman  Greenspan,  let  me  tell  you  a  con- 
cern that  I  have — and  I  would  hope  you  would  have,  as  well. 

When  we  went  through  the  savings  and  loan  situation,  and  Mr. 
Fiechter  and  others  have  brought  this  up,  over  70  percent  of  the 
losses  occurred  in  just  two  States  in  State-chartered  institutions. 

If  you  subtract  that  part  of  the  problem — which  is  what  really 
blew  the  big  hole  through  the  side  of  the  ship  in  terms  of  losses; 
now  there  are  a  lot  of  other  things  like  interest  rate  mismatches 
and  things  over  the  years — ^you  have  an  entirely  different  scale  of 
problem. 

I  think  it  is  a  classic  illustration  of  what  happens  when  you  put 
Federal  deposit  insurance  underneath  activities  that  State  bank 
regulators  may  want  to  permit  but  that  they  do  not  want  to  insure. 
They  want  to  stick  the  insurance  responsibility  with  the  Federal 
regulators. 

How  you  line  those  up  is  not  a  simple  matter,  because  you  want 
to  have  room  for  innovation;  you  want  NOW  accounts;  you  want 
various  other  things  that  we  have  seen;  but  it  has  cost  us  tens  of 
billions  of  dollars  in  that  particular  instance  where  we  were  back- 
ing individual  States  with  Federal  deposit  insurance  and  the  States 
decided  that  they  wanted  a  charter  that  involved  direct  investment 
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in  real  estate  and  various  other  things  that  ended  up  being  a  kill- 
ing combination.  In  fact,  it  capsized  the  whole  system. 

I  do  not  think  we  should  ride  lightly  over  tnat  point,  especially 
when  you  have  got  Federal  deposit  insurance  on  the  line  and  the 
Federal  taxpayer  on  the  line.  I  think  you  need  to  have  a  well-engi- 
neered, vigilant  system.  We  have  not  had  that  in  the  past. 

We  ended  up  with  the  Bank  Insurance  Fund  empty  not  all  that 
long  ago.  Thank  goodness,  we  have  come  back  from  that  for  a  lot 
of  reasons. 

I  think  that  recent  history  illustrates  what  can  happen  if  we  are 
not  careful  in  terms  of  what  Federal  deposit  insurance  underwrites. 
Take  that  away  and  you  have  got  quite  a  different  discussion,  but 
no  one  is  proposing  taking  that  away. 

Chairman  Greenspan.  First  of  all,  let  us  remember  that  this  is 
an  issue  which  we  have  discussed  at  length,  and,  indeed,  there  is 
an  article  in  FIDICIA  which  delimits  State  powers  in  a  manner 
which  addresses  the  concerns  that  you  are  raising. 

It  requires,  in  effect,  an  awareness,  implicitly,  that  there  is  Fed- 
eral insurance  for  State  institutions.  I  think  that  the  dual  banking 
system  question  is  one  which  we  endeavor  to  try  to  maintain  what 
I  would  call  this  competitive  tension  issue,  where  we  do  not  want 
to  create  a  set  of  powers  which,  basically,  is,  in  effect,  individual 
States  dipping  into  the  Federal  Deposit  Insurance  Corporation. 
That  clearly  would  be  inappropriate. 

The  Chairman.  Well,  that  is  what  happened. 

Chairman  Greenspan.  Sure.  I  do  not  deny  that.  That  was  the 
reason  why  the  particular  FIDICIA  article  was  put  in. 

But  let  me  just  say,  in  general,  that  to  take  the  savings  and  loan 
debacle — and  that  is  exactly  what  it  was — as  representative  of  the 
types  of  things  that  we  are  dealing  with  in  the  Federal  banking 
system,  I  think,  is  a  stretch. 

The  problem  with  the  savings  and  loans  was  not  with  the  "regfu- 
lation,'  per  se.  It  started,  basically,  with  constructing  a  depository 
institution  which,  by  its  nature,  held  long-term  assets  financed  by 
short-term  liabilities. 

What  we  knew  then  and  what  we  know  even  better  now  is  that 
is  a  specialized  institution  which  can  exist  only  in  a  non-inflation- 
ary environment;  and,  that  when  inflation  took  hold  and  both 
short-  and  long-term  interest  rates  rose  very  dramatically  in  the 
latter  part  of  the  1970's,  the  cost  of  funds  went  up  very  quickly  to 
adjust  to  the  short-term  interest  rate  increases,  but  the  rates  of  re- 
turn on  the  mortgage  portfolios,  because  they  were  averages  over 
a  long  period  of  time,  only  very  gradually  rose.  And,  as  you  well 
remember,  we  were  confronted  with  a  situation  in  which  the  indus- 
try was  essentially  insolvent. 

The  Chairman.  Yes,  but 

Chairman  Greenspan.  And  that  is  what  led  to  a  lot  of  the  regu- 
latory excess  that  occurred. 

The  Chairman.  Mr.  Chairman,  that  is  part  of  the  problem.  You 
are  quite  right  to  note  it,  and  it  has  all  been  laid  out.  But  you 
know  as  well  as  anybody  sitting  in  this  room  that  if  you  subtract 
out  70  percent  of  the  losses  that  came  from  State-chartered  institu- 
tions in  two  States,  you  have  a  remarkably  different  issue — not 
withstanding  what  you  have  said. 
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Chairman  Greenspan.  I  do  not  disagree  with  this. 

The  Chairman.  Then  the  question  is,  how  do  we  monitor  what 
States  do  with  the  backing  of  Federal  deposit  insurance?  In  fact, 
if  you  go  back  and  look  at  what  happened  in  those  instances,  it  was 
precisely  because  States  decided  that  they  wanted  to  have  a  very 
expansive  charter. 

The  fact  that  it  only  happened  in  two  States  and  not  in  50,  I 
think,  makes  that  point.  And  the  fact  that  70  percent  of  the  losses 
were  concentrated  in  State-chartered  institutions  says  something 
about  it. 

And  if  we  do  not  come  away  with  a  lesson  about  the  care  with 
which  we  apply  the  Federal  taxpayers  guarantee  with  Federal  de- 
posit insurance  both  in  terms  of  what  the  scope  of  business  is  and 
how  it  is  to  be  regulated  and  monitored,  then  we  have  not  really 
learned  anything. 

Chairman  Greenspan.  I  was  merely  responding  to  Senator 
Bond's  question  about  what  actually  is  occurring  with  respect  to 
the  question  of  the  dual  banking  system,  and  whether  an  exemp- 
tion of  examination  for  the  smaller  institutions  is  adequate  to  as- 
suage my  concerns  about  the  system.  And  my  answer  in  response 
to  him  was:  No,  it  does  not. 

I  am  not  disagreeing  with  your  concerns,  which  I  think  are  quite 
valid  and  which  we  share.  Namely,  that  we  have  to  be  aware  in 
the  whole  process  of  how  the  dual  banking  system  is  functioning 
to  make  certain  that  there  are  not  inappropriate  activities,  actions, 
and  the  like  coming  from  the  Federal  system  to  the  State  system, 
or  vice  versa. 

The  Chairman.  Thank  you,  Senator  Bond. 

Senator  Bond.  Thank  you,  Mr.  Chairman. 

I  want  to  finish  this  up  very  quickly.  I  turn  now  to  Comptroller 
Ludwig. 

Yesterday,  Secretary  Bentsen  told  us  that  there  was  a  task  force 
dealing  witn  the  consolidation  proposal.  I  assume  you  were  a  mem- 
ber of  that  task  force.  In  the  course  of  your  agency's  work,  did  you 
or  any  member  of  your  staff  discuss  the  consolidation  issue  or  pro- 
posal with  a  member  of  the  White  House  staff? 

Mr.  Ludwig.  Yes,  sir.  NEC,  if  you  count  that  as  White  House 
staff— that  is,  the  National  Economic  Council — and  the  0MB. 

Senator  Bond.  Who  are  the  individuals  you  discussed  it  with? 

Mr.  Ludwig.  I  would  be  pleased  to  provide  the  names  to  you. 
Ellen  Seidman,  who  is  on  the  NEC,  was  part  of  those  discussions. 
And  Chris  Edley,  who  is  on  the  staff  of  the  0MB,  was  part  of  those 
discussions. 

Senator  Bond.  Did  you  have  any  discussions  with  others  not  on 
the  NEC? 

Mr.  Ludwig.  The  interagency  task  force  also  included  Justice. 

Senator  Bond.  Did  you  have  any  discussions  with  Mr.  Hubbell? 
Who  was  representing  Justice? 

Mr.  Ludwig.  No,  sir,  to  my  knowledge,  he  was  not  involved.  Who 
was  representing  Justice? 

[Pause.] 

Senator  Bond.  Well,  I  will  let  you  provide 

Mr.  Ludwig.  Oh,  yes,  Walter  Dellinger. 

Senator  Bond.  Who? 
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Mr.  LUDWIG.  Walter  Bellinger  was  representing  Justice. 

Senator  Bond.  Did  you  discuss  it  with  Mac  McClarty,  or  William 
Kennedy? 

Mr.  LuDWiG.  No. 

Senator  Bond.  In  any  of  those  discussions  was  the  question  of 
Worthen  Banking  Corporation,  Worthen  Bank  of  Little  Rock, 
Worthen  Financial,  Madison  Guaranty,  or  Whitewater  brought  up? 

Mr.  LuDWiG.  No,  sir.  Absolutely  not. 

Senator  Bond.  All  right.  Thank  you. 

We  would  appreciate  it  if  you  could  supply  us  with  who  you  dis- 
cussed it  with  at  the  White  House. 

Mr.  Hove  and  Mr.  Fiechter,  same  question.  Did  you  serve  on  the 
task  force? 

Mr.  Hove.  No,  sir,  I  did  not. 

Senator  Bond.  Mr.  Fiechter? 

Mr.  Fiechter.  I  went  to  two  meetings  of  what,  I  guess,  might 
have  been  a  task  force. 

Senator  Bond.  Same  question.  Did  you  have  any  discussions 
with  the  White  House? 

Mr.  Fiechter.  No. 

Senator  Bond.  Mr.  Chairman,  thank  you  very  much.  So  we  will 
not  starve  to  death,  I  will  offer  to  submit  my  few  remaining  ques- 
tions for  the  record. 

The  Chairman.  Thank  you. 

Let  me  just  cover  a  couple  of  other  things  here  on  the  theory  that 
no  one  will  starve  to  death,  at  least  in  the  next  few  minutes. 

Senator  Bond.  I  will  not  contribute  to  the  starvation,  then. 

The  Chairman.  Mr.  Ludwig,  Chairman  Greenspan  in  his  state- 
ment lays  out  an  option  approach.  I  am  going  to  just  read  it  quick- 
ly, aloud,  and  ask  you  to  react  to  it.  What  is  wrong  with  this?  Or 
where  are  the  problems  that  you  see  with  it,  to  the  extent  that  you 
do? 

He  says  that  under  this  approach  he  is  proposing,  and  I  quote: 

Reduction  of  the  number  of  agencies  with  supervisory  eind  regulatory  power  from 
four  to  two:  a  Federal  Banking  Commission  and  the  Federal  Reserve; 

Elimination  of  duplicative  examinations; 

Establishment  of  one  Federal  supervisor  for  all  depository  institutions  in  any  sin- 
gle banking  organization,  regardless  of  the  charter  class  of  the  individual  entities. 

Under  this  approach,  the  OCC  and  GTS  would  be  merged  and  renamed  the  Fed- 
eral Banking  Commission.  The  FDIC  would  no  longer  examine  healthy  institutions, 
but  would  join  in  the  examination  of  problem  entities. 

The  Fed  would,  as  now,  promulgate  rules  for  the  establishment  of  U.S.  offices  of 
foreign  banks  and  foreign  offices  of  U.S.  banks. 

The  Federal  Banking  Commission  would  determine  permissible  activities  for  na- 
tional banks  and  Federal  savings  associations. 

The  Federal  Banking  Commission  would  also  be  the  supervisor  of  all  independent 
national  banks  and  thrifts,  and  all  depository  institutions,  and  any  banking  organi- 
zation whose  lead  depository  institution  is  a  national  bank  or  a  thrift. 

The  Fed  would  be  the  supervisor  for  all  independent  State  banks  and  all  deposi- 
tory institutions  in  any  banking  organization  whose  lead  depository  institution  is  a 
State -chartered  bank. 

The  Supervisor  of  Depository  Institutions  would  examine,  take  enforcement  ac- 
tions, establish  operational  rules,  and  act  on  applications  for  all  the  depository  insti- 
tutions under  its  jurisdiction  regardless  of  the  bank's  charter  class. 

I  will  just  stop  there. 

What  do  you  think  about  that  structural  arrangement? 


125 

Mr,  LUDWIG.  I  must  say  the  proposal  put  forth  today  by  Chair- 
man Greenspan  is  certainly  a  thoughtful  proposal.  But,  the  areas 
off  the  top  of  my  head  that  trouble  me — let  me  put  them  in  order. 

First,  there  is  a  genuine  tension  between  charter-shopping,  on 
the  one  hand,  and  the  kinds  of  dynamism  in  the  financial  services 
system,  on  the  other,  that  Chairman  Greenspan  is  concerned  about. 
One  thing  that  I  would  worry  about  is  competition  in  laxity,  a  term 
coined  by  former  Fed  Chairman  Burns,  as  a  matter  of  fact.  It  is  not 
something  that  cannot  be  dealt  with,  but  it  is  a  serious  flaw. 

Number  two,  the  issue  of  the  holding  company  regulator  is  a  big 
issue  because  of  the  reasons  I  mentioned  in  my  testimony  and  in 
answering  questions.  These  are  functionally  organized  institutions, 
and  the  Unctions  go  right  through  the  holding  company  and  some 
of  their  subsidiaries  into  the  bank.  It  is  very  seamless.  You  simply 
have  to  be  able  to  examine  and  regulate  the  whole  organization.  I 
think  that  is  very  important  for  safety  and  soundness. 

I  think  there  is  a  genuine  issue  here  regarding  the  consumer  con- 
fusion that  I  mentioned  to  Senator  Bond.  We  are  primarily  here  for 
the  public  good,  and  that  would  worry  me  some. 

The  best  of  all  possible  worlds  is  clearly  a  single  regulator  with 
the  kinds  of  flexibility  that  the  Administration  has  built  in  its  pro- 
posal. At  the  same  time.  Chairman  Greenspan's  comments  are  val- 
uable and  interesting.  As  I  say,  in  terms  of  areas  that  concern  me 
most,  one  would  be  the  issue  of  consumer  confusion.  A  second 
would  be  an  unlimited  choice  of  regulator  that  can  devolve  into 
forum-shopping,  which  I  think  is  not  healthy.  And,  a  third  would 
be  absence  of  an  examination  mechanism  that  is  able  to  go  from 
the  holding  company  all  the  way  down  to  the  bank,  because  you 
never  know  where  the  actual  functional  lines  are  going  to  be  evolv- 
ing in  a  banking  organization  and  you  have  to  look  at  the  entire 
entity  for  safety  and  soundness  purposes. 

The  Chairman.  With  respect  to  the  consumer  protections  and 
consumer  issues,  I  was  pleased.  Chairman  Greenspan,  to  hear  you 
refer  to  the  Boston  Fed  study  as  a  smoking  gun  today,  because  it 
is  that.  We  have  seen  it  as  that. 

But,  I  have  got  to  tell  you,  from  my  vantage  point  as  I  watch  the 
regulators — it  has  just  been  my  observation  that  the  Fed  is  usually 
the  slowest  to  act,  by  and  large,  on  consumer  issues,  it  seems  to 
be  the  least  responsive. 

And  I  think  something  needs  to  be  done  about  it.  I  do  not  know 
how  that  is  to  be  accomplished,  but  I  believe  there  is  a  greater  sen- 
sitivity, awareness,  and  higher  level  of  commitment  to  the  issue  in 
the  other  bank  regulatory  agencies. 

If  we  are  going  to  have  consolidation  and  the  Fed  is  going  to 
have  a  broader  role,  as  you  propose,  then  I  think  figuring  out  now 
the  laws  are  applied  fairly  with  respect  to  community  investment, 
lending  problems,  redlining,  etc.,  should  be  taken  on  aggressively 
by  the  Fed. 

I  do  not  mean  aggressive  just  for  the  sake  of  being  aggressive, 
but  because  we  have  a  big  problem  out  there.  There  is  no  reason 
for  it  to  have  gone  on  all  this  long. 

Chairman  Greenspan.  Mr.  Chairman,  what  we  see,  with  respect 
to  the  question  of  community  reinvestment,  is  that  banks  have  not 
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expanded  in  areas  where  I  think  they  should  be  expanding  because 
I  think  there  are  profitable  opportunities  there. 

We  think  that  the  purpose  of  CRA,  which  we  support  fully,  is  to 
get  banks  to  recognize  that  they  are  foregoing  avenues  of  invest- 
ment which  would  be  helpful  to  their  institutions. 

The  one  issue  that  we  are  concerned  about — and  I  just  say  a 
number  of  consumer  advocates  are  concerned,  too,  because  we  have 
talked  to  them,  is  that  what  we  do  not  want  are  a  number  of  fly- 
by-night  banking  institutions  because  there  is  political  pressure 
being  imposed  to  go  into  a  number  of  areas  where  they  choose  not 
to  try  to  make  a  profit  but  to  effectively  get  "CRA  credit,"  if  I  may 
say  in  quotes,  by  just  making  a  major  program  and  essentially 
driving  out  other  individuals. 

I  had  a  very  poignant  discussion  a  while  back  with  a  banker  who 
had  been  successml  in  maintaining  a  fairly  expansive  and  profit- 
able operation  in  an  urban  area  because  he  went  into  the  particu- 
lar areas — low-income,  middle-income  groups — and  was  able  to  get 
viable  business. 

As  soon  as  it  became  an  issue  that  CRA  credit  was  an  important 
issue,  he  found  that  a  lot  of  competitors  came  in,  squeezed  the  mar- 
gins— ^because  they  did  not  care  about  the  margins — to  a  point 
where  he  was  driven  out  of  business. 

The  issue  that  we  have  to  be  very  careful  about  here  is  to  make 
certain  that  what  we  do  is  get  people  into  those  areas  who  are  in 
it  for  the  long  run  and  not  because  there  is  immediate  political 
pressure,  because  at  some  point  that  political  pressure  is  going  to 
come  off.  And  what  we  want  to  be  certain  of  is  that  those  banks 
do  not  just  pick  up  and  leave. 

If  we  are  slow — and  I  will  not  deny  that  that  may  not  be  an  inap- 
propriate perception — it  is  basically  because  we  want  to  make  cer- 
tain that  when  the  rules  are  written,  they  are  written  in  a  manner 
which  attracts  people  to  stay  in  areas  and  to  function  in  those  long- 
term  contexts  which,  as  I  understand  it,  is  the  purpose  and  the 
statute  of  the  Consumer  Reinvestment  Act. 

The  Chairman.  Well,  take  into  that  the  lending  discrimination 
problem,  if  an  African-American  citizen  who  is  creditworthy  but  is 
turned  down  because  a  banker  perceives  that  there  is  not  an  eco- 
nomic opportunity  there  to  make  a  fair  return  when,  in  fact,  there 
is,  that  not  only  is  a  bad  economic  decision  it  is  against  the  law. 
That  is  absolutely,  fundamentally  wrong.  Why  do  we  still  seem  to 
be  so  slow  in  that  area?  Time  is  awasting.  I  want  an  answer  that 
is  going  to  last,  but  people  who  need  loans  and  are  creditworthy  de- 
serve to  get  them. 

Chairman  Greenspan.  On  the  issue 

The  CHAffiMAN.  If  they  get  it  2  or  3  years  from  now,  it  may  not 
do  much  good  for  them. 

Chairman  Greenspan.  I  am  not  talking  about  waiting  for  2  or 
3  years. 

The  Chairman.  I  understand.  I  just  want  to  make  it  clear. 

Chairman  Greenspan.  The  issue  of  discrimination  and  CRA  are 
actually  two  different  questions.  Discrimination  is  illegal.  That  is 
a  question  of  fact.  The  issue  is:  If  one  violates  the  law,  the  law 
should  and  is  imposed.  CRA  is  a  much  broader  question  of  endeav- 
oring to  get  lending  out  there. 


127 

The  Chairman.  I  understand  that. 

Chairman  Greenspan.  One  of  the  issues  that  I  think  the  Boston 
study  assisted  us  on  is  to  get  a  real  interesting  insight  into  what 
does  not  appear  to  be  discrimination,  in  fact,  actually  is. 

Until  we  realize — because  let  me  tell  you,  we  have  had  a  problem 
which,  early  on,  before  the  Boston  study,  from  whatever  we  could 
gather,  the  people  who  had  fairly  good  credit  records  and  had  fairly 
good  credit  applications  got  mortgage  loans  irrespective  of  race  or 
any  other  elements  in  their  particular  application. 

What  we  found  out  in  the  Boston  study  was  that  the  discrimina- 
tion was  occurring  amongst  those  applications  which  were  less 
than  complete  or  less  than  creditworthy. 

The  applications  that  were  deficient  submitted  by  whites  were 
far  more  often  repaired  by  consultation,  and  by  assistance  by  the 
bank  lending  officers  than  for  African-Americans  or  Hispanics. 

Where  the  crucial  issue  clearly  lies  is  in  the  repair  of  inadequate 
applications.  That  insight,  I  think,  now  applied  far  more  generally 
has  given  us  a  major  capability  of  enforcing  both  the  statutes 
against  discrimination  and  CRA. 

I  think  that  major  advances  have  been  made  in  this  direction.  I 
must  say  that  it  is  an  issue  which  we  very  strongly  support  and 
are  very  much  of  the  opinion  that,  rather  than  do  something  quick- 
ly, we  want  to  make  certain  that  it  is  done  right  and  that  it  will 
work. 

When  we  have  concerns  about  some  of  the  applications,  applying 
CRA  to  specific  rules,  our  view,  in  fact,  is  coming  in  from  an  eco- 
nomic perspective  to  make  certain  that  it  functions  and  not  that  it 
fails. 

I  will  say  this.  If  we  have  a  set  of  rules  which  does  not  work, 
nobody's  interests  are  served. 

The  Chairman.  Let  me  conclude.  We  have  had  a  pretty  good  dis- 
cussion. There  is  more  we  could  cover,  but  the  hour  is  late. 

What  I  would  like  to  do  is  repeat  what  I  said  earlier.  That  is, 
that  I  would  like  you.  Chairman  Greenspan,  to  lead  what  I  hope 
will  be  the  final  stage  of  discussions  for  the  Fed  and  not  delegate 
it  to  somebody  else,  and  work  with  the  Treasury  Secretary  to  see 
if  we  cannot  resolve  the  remaining  20  percent  disagreement. 

Let  us  see  if  we  cannot  find  a  way,  in  a  short  period  of  time,  to 
resolve  these  issues.  I  think  it  is  important  that  we  do  it.  We  have 
got  an  opportunity  here. 

I  do  not  want  this  window  to  close  on  us.  Because  if  it  does,  I 
am  not  sure  when  it  will  come  around  again.  I  do  not  think  that 
serves  the  public  interest.  I  think  the  public  interest  is  best  served 
if  we  can  find  a  common  point  of  view. 

If  we  cannot,  then  we  will  go  ahead  and  we  will  fight  it  out  the 
other  way.  But  one  way  or  another,  we  have  got  to  get  it  resolved. 
I  would  like  to  take  the  opportunity  in  the  next  week  to  10  days 
to  see  if  we  cannot  get  this  done  and  move  ahead  with  a  degree 
of  solidarity.  Can  I  count  on  you  to  lead  that  effort  from  the  Fed 
side,  Mr.  Chairman? 

Chairman  Greenspan.  Certainly,  Mr,  Chairman. 

The  Chairman.  And  Mr.  Ludwig,  I  want  you  to  convey  that,  if 
you  will,  to  the  Treasury  Secretary,  and  I  will  do  so  myself  directly. 
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Let  me  thank  you  all.  We  may  have  some  questions  to  give  you 
for  the  record.  I  appreciate  your  being  here  today.  I  think  we  have 
made  some  good  progress. 

The  Committee  stands  in  recess. 

[Whereupon,  at  1:19  p.m.,  the  Committee  was  recessed,  to  recon- 
vene at  the  call  of  the  Chair.] 

[Prepared  statements,  response  to  written  questions,  and  addi- 
tional material  supplied  for  the  record  follow:] 
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PREPARED  STATEMENT  OF  SENATOR  CHRISTOPHER  S.  BOND 

Mr.  Chairman,  thank  you  for  providing  us  with  the  opportunity  to  hear  from  all 
interested  parties  on  the  issue  of  regulatory  consolidation. 

As  I  mentioned  yesterday,  I  am  not  a  strong  supporter  of  the  single  regulator  pro- 
posal. However,  neither  have  I  committed  myself  to  supporting  any  other  specific 
consolidation  proposal. 

Yesterday,  I  felt  that  Secretary  Bentsen  made  some  very  compelling  arguments 
in  favor  of  the  Administration's  proposal,  and  I  would  like  to  question  this  panel, 
especially  Chairman  Greenspan,  to  get  their  reaction  to  those  arguments. 

I  also  commend  Secretary  Bentsen  for  altering  the  Administration's  original  pro- 
posal to  address  some  of  the  industry's  and  the  Fed's  concerns.  Whether  tnose  con- 
cerns truly  have  been  addressed  in  full  has  yet  to  be  determined,  but  I  commend 
him  for  his  efforts. 

We  aU  agree  that  consolidation  is  needed  and  I  hope  that  all  of  the  interested  par- 
ties will  be  able  to  reach  some  sort  of  compromise  so  that  we  will  be  able  to  move 
forward  with  legislation  to  consolidate  the  Federal  banking  agencies. 

Thank  you,  Mr.  Chairman. 


PREPARED  STATEMENT  OF  SENATOR  BARBARA  BOXER 

I  support  reform  of  the  current  Federal  banking  regulatory  system.  A  diagrani  of 
our  current  system  would  probably  have  enough  criss-crossing  lines  and  overlapping 
boxes  to  make  health  care  reform  look  easy.  We  have  to  fix  our  current  system  be- 
cause the  inefficiency  causes  a  regulatory  burden  which  hinders  the  industry  and 
hurts  consumers. 

I  am  confident  that  the  Administration's  efibrts  to  reform  the  regulatory  system 
and  streamline  the  process  will  lessen  the  regulatory  burden  on  our  institutions 
while  maintaining  the  integrity  of  our  dual  banking  system,  and  facilitating  the  fiill 
enforcement  of  laws  designed  to  promote  fair  lending  in  our  communities. 

I  appreciate  the  presence  of  our  distinguished  panel  of  witnesses  who  represent 
the  Federal  regulatory  agencies  and  look  lorward  to  their  testimony. 

I  have  tremendous  respect  for  Chairman  Greenspan  and  am  confident  in  his  lead- 
ership. The  Fed  deserves  much  credit  for  the  way  it  has  conducted  monetary  policy 
and  the  way  it  has  responded  to  potential  financial  crises.  Clearly,  we  must  not 
enact  legislation  which  would  impede  the  Fed's  future  ability  to  act  effectively  in 
either  oi  these  respects. 

I  must  say,  however,  I  have  concerns  regarding  the  Federal  Reserve's  record  on 
enforcement  of  the  Community  Reinvestment  Act,  a  law  that  I  wholeheartedly  sup- 
port. I  intend  to  raise  some  questions  for  Chairman  Greenspan  regarding  CRA  en- 
forcement and  I  look  forward  to  his  responses. 

Thank  you. 


PREPARED  TESTIMONY  OF  ALAN  GREENSPAN 

Chairman,  Board  of  Governors,  Federal  Reserve  Board,  Washington,  DC 

Mr.  Chairman,  I  am  pleased  to  appear  today  before  the  Senate  Banking  Commit- 
tee to  give  the  views  ot  the  Federal  Reserve  Board  on  proposals  to  consolidate  the 
banking  regulators  into  a  single  agency.  We  have  prepared  a  detailed  analysis  of 
such  proposals,  which  I  have  attached  to  my  statement.  My  remarks  this  morning 
will  highlight  that  analysis. 

The  proposals  to  create  one  Federal  bank  regulator  have  the  clearly  stated  objec- 
tives of  reducing  the  Government's  costs  of  regulating  and  supervising  banks,  of  re- 
ducing bankers  costs  and  burdens  from  duplicative  examination  and  overlapping 
supervision,  and,  in  general,  making  the  supervisory  process  more  efficient  and 
more  accountable.  The  Federal  Reserve  Board  shares  these  goals,  but  disagrees  with 
the  approach  of  one  regulator  for  achieving  these  objectives.  However,  the  Board  be- 
lieves that  it  is  possible  to  achieve  virtually  all  of  these  proposals'  objectives  without 
creating  the  risks  of  one  re^lator  that  so  trouble  us. 

In  reaching  this  conclusion,  the  Board  tested  various  proposals  against  the  fun- 
damental principle  that  the  purpose  of  regulation  is  to  enhance  the  capability  of  the 
regulated  entity  to  contribute  effectively  to  the  Nation's  long-term  economic  growth 
and  stability.  We  have  concluded  that  for  this  to  be  accomplished  four  subsidiary 
principles  must  be  achieved: 
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•  First,  there  should  not  be  a  single  monolithic  Federal  regulator. 

•  Second,  every  bank  should  have  a  choice  of  Federal  regulator. 

•  Third,  there  should  be  only  one  Federal  regulator  for  aU  of  the  depository  institu- 
tions in  any  single  banking  organization. 

•  Fourth,  the  U.S.  central  bank  should  continue  to  have  its  essential  hands-on  in- 
volvement in  supervision  and  regulation. 

A  consolidated  single  regulator  would  deprive  our  regulatory  structure  of  what  the 
Board  considers  to  be  the  current  invaluable  restraint  on  any  one  regulator  conduct- 
ing inflexible,  excessively  rigid  policies.  Laws  on  bank  regulation  and  supervision 
should  be  drawn  very  generally  leaving  the  specifics  to  agency  rulemaking.  This 
vests  the  agencies  with  a  broad  mandate  and  a  not  inconsiderable  amount  of  discre- 
tionary power.  Hence,  a  safety  valve  is  vitally  needed  to  avoid  the  exercise  of  arbi- 
trary actions.  A  denial  of,  or  severe  limitation  of,  charter  choice  closes  off  a  safety 
valve  inevitably  leading  to  greater  micromanagement  of  banks  and  a  lessened  mar- 
ket for  bank  credit.  We  must  avoid  a  regulatory  structure  that  inhibits  economic 
growth. 

The  present  structure  provides  banks  with  a  method — albeit  one  neither  easily  ac- 
complished nor  often  taken — of  shifting  their  regulator,  an  effective  test  that  pro- 
vides a  limit  on  the  arbitrary  position  or  excessively  rigid  posture  of  any  one  regu- 
lator. The  pressure  of  a  potential  loss  of  institutions  has  innibited  excessive  regma- 
tion  and  acted  as  a  countervailing  force  to  the  bias  of  a  regulatory  agency  to  over- 
regulate. 

The  dual  banking  system  and  multiple  Federal  regulators  have  facilitated  diver- 
sity, inventiveness,  and  flexibility  in  our  banking  system,  so  important  to  a  market 
economy  subiect  to  rapid  change.  A  single  Federal  regulator  would  effectively  end 
the  dual  banting  system:  It  would  become  an  empty  shell  if  a  State-chartered  entity 
had  no  choice  oi  Federal  regulator  or — reflecting  a  recent  FDICIA  provision — dif- 
ferent asset  powers.  The  dual  banking  system  cannot  survive  consolidation  at  the 
Federal  level.  I,  as  well  as  my  colleagues  on  the  Board,  believe  that  would  be  a  trag- 
ic loss. 

In  addition  to  the  effective  loss  of  the  dual  banking  system,  the  single  regulator 
contemplated  in  current  proposals  would  be  disconnected  from  broad  economic  policy 
issues.  This  is  a  problem  because  a  regulator  that  does  not  have  macroeconomic  re- 
sponsibility for  its  actions  is  likely  to  inhibit  prudent  risk-taking  by  banks,  thus  lim- 
iting economic  growth  and  stability.  The  central  historic  purpose  of  banking  is  to 
take  risks  through  the  extension  of  loans  to  businesses  and  others.  Economic  growth 
in  our  system  could  not  occur  without  risk-taking  by  entrepreneurs  and  small  and 
lai^e  businesses.  Risk-taking  requires  financing.  Thus,  either  an  unwillingness  or 
an  inability  of  lenders  to  take  risks  would  slow  the  expansion  of  our  Nation's  em- 

f)loyment  and  income.  This  fact  creates  a  significant  policy  tradeoff  in  banking  regu- 
ation,  especially  because  of  the  Government  guarantee  of  bank  deposits.  On  the  one 
hand,  regulators  are  concerned  about  bank  failures  and  their  effects  on  the  econ- 
omy, as  well  as  their  cost  to  the  insurance  fund.  On  the  other  hand,  banks  need 
to  take  risks  to  finance  growth.  Tradeoffs  are  required,  and  a  swing  in  either  direc- 
tion can  create  both  short-  and  long-term  problems. 

Indeed,  a  single  regulator  with  a  narrow  view  of  safety  and  soundness  and  with 
no  responsibility  for  the  macroeconomic  implications  of  its  decisions  would  inevi- 
tably have  a  long-term  bias  against  risk-takmg  and  innovation.  It  receives  no  plau- 
dits for  contributing  to  economic  growth  through  facilitating  prudent  risk-taking, 
but  it  is  severely  criticized  for  too  many  bank  failures.  The  incentives  are  clear. 

The  Federal  Reserve's  stabilization  objectives  cause  us  to  seek  to  avoid  either  ex- 
cessive tightness  or  ease  in  our  supervisory  posture.  The  former  leads  inevitably  to 
credit  crunches,  and  the  latter  to  credit  policies  that  contribute,  with  a  lag,  to  bank 
losses  and  failures.  This  is  not  to  say,  as  some  have  advocated,  that  the  Fed  itself 
should  be  the  only  regulator.  A  single  regulator  Fed  would  be  prone  to  arbitrary  and 
capricious  be'navior  as  would  any  other  single  bank  regulator.  We  would  thus  oppose 
such  an  initiative,  since,  as  a  single  regulator,  we  would  inevitably  drift  to  increas- 
ing day-by-day  control  of  banking  institutions  who  would  soon  become  less  innova- 
tive and  competitive — a  severe  loss  to  the  Nation. 

Not  only  is  it  important  that  one  of  our  regulators  have  macroeconomic  respon- 
sibility in  order  to  carry  out  the  regulatory  function  properly,  but  also  our  central 
bank  must  continue  to  have  hands-on  involvement  in  supervision  and  regulation  in 
order,  effectively,  to  carry  out  its  macroeconomic  responsibilities.  Joint  responsibil- 
ities make  for  better  supervisory  and  monetary  pwlicy  than  would  result  from  either 
a  supervisor  divorced  from  economic  responsibilities  or  a  macroeconomic  policy- 
maker with  no  involvement  in  the  review  of  individual  bank's  operations.  Without 
the  hands-on  experience  of  regulation  and  supervision,  and  the  exposure  to  the  oper- 
ations of  banks  and  markets  provided  by  such  experience,  the  Federal  Reserve's  es- 
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sential  knowledge  base  would  atrophy.  Its  deliberations  would  become  increasingly 
academic  and  the  Nation's  central  Dank  would  soon  resemble  an  ivory  tower  rather 
than  an  institution  necessarily  involved  with  the  day-to-day  activities  of  our  eco- 
nomic and  financial  system.  It  is  our  knowledgeable  examiners  and  supervisors — 
knowledgeable  about  banks,  financial  markets,  and  the  payment  systems  that  con- 
nect them — that  provide  the  expertise  the  Fed  needs.  Ana  the  fact  is  that  we  simply 
could  not  retain  such  staff  if  they  were  not  actively  involved  in  the  process-  reading 
reports  or  joining  as  junior  participants  in  a  handful  of  examinations  would  not  be 
sufficient. 

Some  have  argued  that  most  foreign  central  banks  are  not  involved  in  bank  super- 
vision and  regulation.  In  fact,  as  described  in  more  detail  in  the  attachment,  central 
banks  in  all  out  one  G-7  country  (Canada),  in  most  cases  de  jure  but  always  de 
facto,  are  closely  involved  with  the  supervision  of  banks  in  their  countries  and  inter- 
nationally. More  broadly,  the  central  bank  has  either  total  or  shared  responsibility 
for  bank  supervision  in  three  quarters  of  the  nations  in  the  OECD.  One  example 
that  is  frequently  used  by  those  that  believe  that  central  banks  in  foreign  countries 
are  not  involved  in  supervision  is  the  Bundesbank.  The  facts  are  quite  the  contrary: 
The  Bundesbank  has  more  supervisory  staff  than  the  German  Federal  Banking  Su- 
pervisory Office,  reviews  the  auditors'  reports  before  the  Banking  Su oervi so ry  Office 
receives  them,  and  has  veto  power  over  certain  liquidity  and  capital  regulations  of 
that  office.  In  all  industrial  countries,  either  central  banks  or  Finsince  Ministries, 
or  both,  are  involved  with  supervision  because  nations  have  come  to  understand 
that  bank  supervision  has  economic  consequences  that  are  important  for  stability 
and  economic  growth. 

Removing  the  Federal  Reserve  from  supervision  and  regulation  would  greatly  re- 
duce our  ability  to  forestall  financial  crises  and  to  manage  a  crisis  once  it  occurs. 
In  a  crisis,  the  Fed  could  always  flood  the  market  with  liquidity  through  open  mar- 
ket operations  and  discount  window  loans.  But,  while  rapid  liquidity  creation  is 
often  a  necessary  response  to  a  crisis,  supervision  and  regulation  responsibilities 

five  the  Fed  insight  and  the  authority  to  use  less  blunt  and  more  precisely  cali- 
rated  techniques  to  manage  such  crises  and,  more  importantly,  to  avoid  them.  The 
use  of  such  techniques  requires  both  the  clout  that  comes  with  supervision  and  reg- 
ulation and  the  understanding  of  the  linkages  between  supervision  and  regulation 
and  macroeconomic  growth  and  stability. 

The  Fed  is  required  to  play  the  key  role  when  systemic  breakdown  threatens.  The 
attachment  to  mv  statement  provides  some  detail  about  Federal  Reserve  involve- 
ment in  financial  crises  over  the  last  decade.  As  you  review  it,  I  request  that  you 
consider  certain  key  questions. 

Could  the  Fed,  without  supervisory  responsibilities,  have  successfully  managed 
the  Mexican  debt  crisis  of  1982,  the  1985  collapse  of  Ohio  and  Maryland  privately 
insured  thrifts,  the  stock  market  crash  of  1987,  or  the  Drexel  failure  of  1990? 

Would  the  banking  community  have  been  persuaded  to  respond,  as  they  did  in 
each  of  these  cases,  by  a  central  bank  with  much  more  limited  authorities  to  affect 
events?  Would  the  Fed  have  been  able  to  play  a  role  in  persuading  many  of  the 
banks  to  complete  the  payments  necessary  to  prevent  payments  gridlock  without  su- 
pervisory knowledge  and  authority? 

Finally,  would  a  single  bank  regulator  with  no  macroeconomic  stabilization  re- 
sponsibilities have  given  the  proper  weights  to  financial  market  stability  and  eco- 
nomic growth?  Without  market  expertise,  would  such  a  regulator  have  recognized 
early  enough  many  of  the  problems  central  to  resolution  of  these  crises? 

In  my  judgment,  the  risk  that  the  answer  to  all  of  these  questions  is  "no"  is  too 
great  to  take. 

There  are  ways,  short  of  the  creation  of  a  single  agency,  to  address  the  problems 
in  the  current  regulatory  structure  and  reduce  the  costs  of  regulations.  The  crux  of 
the  issue  is  duplicative  examination  of  banks.  This  problem  could  be  eliminated  by 
a  regulatory  system  that  maintained  two  Federal  regulators,  but  provided  that,  in 

feneral,  only  one  of  those  regulators  supervised  all  the  depository  institutions  in  any 
anking  organization. 

While  there  are  many  ways  to  achieve  an  improved  regulatory  structure,  one  such 
approach  supported  by  the  Federal  Reserve  Board  that  could  be  implemented  with 
a  relatively  modest  series  of  reforms  would  contain  the  following  provisions: 

•  Merge  the  OCC  and  the  OTS.  This  organization  would  become  the  Federal  Bank- 
ing Commission. 

•  Remove  the  FDIC  from  examining  healthy  institutions. 

•  Put  all  independent  national  banks,  all  lead  national  banks  that  are  part  of  a 
holding  company,  and  aU  thrifts  under  the  purview  of  the  Federal  Banking  Com- 
mission; and  put  all  independent  State  banks,  and  all  lead  State  banks  in  a  hold- 
ing company  under  the  purview  of  the  Federal  Reserve. 
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•  Provide  that  the  supervisor  of  the  lead  depository  in  a  banking  organization  also 
be  the  supervisor  and  regulator  of  all  the  depository  institutions  in  the  organiza- 
tion regardless  of  the  charter  class  of  those  afnliates. 

•  Finally,  treat  aU  U.S.  activities  of  foreign  banks  as  now,  with  adjustments  where 
necessary  to  reflect  the  changes  in  the  regulatory  structure  described  above. 

The  Board  has  not  yet  adopted  a  position  on  the  supervision  and  regulation  of 
bank  holding  companies  and  tneir  nonbank  affiliates.  There  are  two  broad  options, 
and  a  strong  case  can  be  made  for  each: 

•  Under  the  first  option,  all  holding  companies  and  their  nonbank  affiliates  could 
remain  under  the  Fed's  jurisdiction,  continuing  to  provide  uniform  rulemaking  for 
competitive  equity  and  a  substantial  role  for  the  Fed  in  shaping  the  financial 
structure,  so  useful  for  stabilization  and  systemic  risk  purposes. 

•  Under  the  second  option,  the  jurisdiction  of  virtually  all  holding  companies  could 
be  split  between  the  Fed  and  the  FBC  on  the  basis  of  the  charter  class  of  the  lead 
banK.  However,  for  systemic  risk  reasons,  jurisdiction  over  the  holding  companies 
and  nonbank  affiliates  of  a  modest  number  of  banking  organizations  that  meet 
certain  criteria — such  as  large  size  and  payment  and  foreign  activity — would  be 
retained  by  the  Fed,  even  if  the  lead  bank  of  the  organization  had  a  national  char- 
ter organization. 

Under  either  option,  the  number  of  banking  organizations  subject  to  multiple  reg- 
ulators would  drop  sharply. 

Whichever  holmng  company  option  is  selected,  the  general  proposal  would  have 
the  Fed  supervise  and  regulate  State  nonmembers,  with  these  banks  being  a  signifi- 
cant addition  to  our  existing  regulatory  load.  This  expansion  of  the  Fed's  super- 
visory functions  rests  solely  on  the  notion  that  in  a  two-agency  structure,  it  is  desir- 
able to  have  supervision  and  regulation  responsibility  defined  clearly  by  charter 
class  in  order  to  preserve  the  dual  banking  system.  The  Board  makes  no  case  that 
responsibility  for  such  banks — that  account  for  almost  one-quarter  of  bank  assets — 
is  needed  for  financial  stability  and  monetary  policy  purposes.  However,  responsibil- 
ity over  banks  of  various  sizes  and  locations,  as  under  our  existing  authorities,  is 
required  if  the  Fed  is  to  perform  its  fijnctions  effectively. 

The  Board's  approach  would  achieve  essentially  all  of  the  benefits  of  one  consoli- 
dated regulator  while  incurring  virtually  none  of  its  risks.  It  eliminates  duplicate 
supervision  of  depositories  in  a  single  banking  organization  and  greatly  reduces 
overlapping  regulation.  It  maintains  the  dual  banking  system  and  permits  any  bank 
to  change  Federal  regulator  by  changing  charter,  thus  ensuring  a  set  of  checks  and 
balances  on  the  arbitrariness  of  a  single  regulator.  It  maintains  the  healthy  process 
of  dynamic  tension  in  bank  rulemaking.  It  maintains  the  practical  knowledge  and 
skill,  and  the  influence  and  authority,  of  the  central  bank,  so  critical  for  crisis  pre- 
vention, crisis  management,  and  monetaiy  policy.  It  maintains  the  valuable  perspec- 
tive the  central  bank  brings  to  supervision.  In  short,  the  proposal  would  avoid  an 
inflexible,  single  regulator,  preserve  the  dual  banking  system,  assure  that  an  eco- 
nomic perspective  is  brought  to  supervision  and  regulation,  and  maintain  a  strong 
central  banx. 

The  Views  of  the  Board  of  Governors  of  the  Federal  Reserve  System  on  the 
Consolidation  of  Bank  Supervision  and  Regulation 

Introduction  and  Summary 

The  Board  of  Governors  of  the  Federal  Reserve  System  agrees  that  the  Congress 
should  take  steps  to  reduce  duplicative  bank  examinations  and  overlapping  regula- 
tion. But,  it  is  concerned  that  the  single  regulator  proposals  do  so  by  removing  the 
benefits  of  the  existing  system  and  creating  new  problems  and  risks,  without  ad- 
dressing the  need  for  mndamental  modernization  of  permissible  banking  activities. 
Moreover,  the  Board  notes  that  most  of  the  excess  burden  banks  now  face  reflects 
legislative  and  regulatory  reaction  to  stresses  in  the  banking  system  that  became 
evident  after  the  mid-1980's.  Most  of  these  burdens  would  remain,  or,  at  best,  be 
only  marginally  reduced  by  reforms  of  the  regulatory  structure  that  would  leave  un- 
touched the  supervisory  micromanagement  required  by  recent  legislation. 

Nonetheless,  the  Congress  could  reduce  regulatory  burden  and  improve  Govern- 
ment efficiency  by  addressing  regulatory  overlap  and  duplicative  examinations.  In 
doing  so,  the  Board  urges  the  Congress  to  balance  the  benefits  of  regulatory  reform 
with  the  need  to  preserve  both  the  special  and  unique  nature  of  the  U.S.  banking 
system  and  the  ability  of  the  central  bank  to  perform  effectively  its  stabilization 
functions. 

The  single  regulator  proposals  seek  to  resolve  the  problems  in  the  regulatory 
structure  by  creating  a  single  Federal  bank  and  thrift  regulator  that  would  take 
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over  the  current  regulatory  roles  of  the  Oflice  of  the  Comptroller  of  the  Currency 
(OCC),  the  Federal  Deposit  Insurance  Corporation  (FDIC),  and  the  Oflice  of  Thrift 
Supervision  (OTS),  and  most  of  those  of  the  Federal  Reserve  (FR).  While  such  an 
approach  would  deal  with  duplication,  inconsistency,  and  overlap,  it  would  create 
problems  and  run  risks  that  are  far  more  serious.  In  short,  the  Board  believes  these 
proposals  are  poor  public  policy  because  they  are  adverse  to  three  principles  which 
the  Board  believes  are  basic  to  any  bank  regulatory  structure: 

1.  To  avoid  the  risks  associated  with  the  undue  concentration  of  regulatory  power, 
there  should  be  at  least  two  Federal  regulators,  one  of  which  should  have  macro- 
economic  responsibilities.  Any  single  regulator  would  be  prone  to  arbitrary  actions 
because  it  would  not  have  the  checks  and  balances  provided  by  two  or  more  agen- 
cies. A  single  regulator  would  thus  be  more  likely  to  make  sudden  and,  perhaps, 
dramatic  changes  in  policy  that  would  add  uncertainties  and  instability  to  the  bank- 
ing system.  A  single  regulator  without  macroeconomic  responsibilities  would  also 
have  a  tendency  to  inhibit  prudent  risk-taking  by  banks,  thus  hmiting  economic 
growth. 

2.  The  dual  banking  system — in  which  banks  can  be  chartered  by  either  the 
States  or  the  Federal  Government — should  be  preserved.  It  has  served  this  Nation 
well.  Without  a  choice  of  Federal  regulator,  such  a  system  cannot  survive.  Choice 
of  both  charter  and  Federal  regulator  facilitates  the  diversity  of  approach  that  has 
made  the  U.S.  banking  system  the  most  innovative  in  the  world. 

3.  As  the  Nation's  central  bank,  the  Federal  Reserve  System  should  continue  to 
have  direct  hands-on  involvement  in  supervision  and  regulation  of  a  broad  cross-sec- 
tion of  banking  organizations  in  order  to  carry  out  its  core  central  bank  responsibil- 
ities to  insure  the  stability  of  the  financial  system,  manage  the  payment  system,  act 
as  a  lender  of  last  resort,  and  formulate  and  implement  a  sound  monetary  policy. 
Without  such  involvement,  the  central  bank  would  not  be  able  to  maintain  either 
its  knowledge  of  markets  and  banking  or  the  influence  of  a  regulator  so  necessary 
for  both  macroeconomic  policy  development  and  crisis  management.  It  would  pose 
unnecessary  risks  to  remove  the  Federal  Reserve  from  supervision  and  regulation 
at  a  time  when  the  continuing  evolution  of  new  financial  instruments,  increasing 
globalization  of  financial  markets,  the  implementation  of  more  active  financial  man- 
agement strategies,  and  the  speed  of  electronic  technology  may  make  systemic  risk 
containment  more  difficult. 

The  Board  believes  that  it  is  possible  to  achieve  virtually  all  of  the  public  policy 
benefits  of  the  single  regulator  proposals  without  violating  any  of  these  principles. 

The  critical  impairment  of  the  Federal  Reserve's  hands-on  authority  over,  and  in- 
volvement in,  the  activities  and  operations  of  banks,  as  called  for  by  all  of  the  cur- 
rent proposals,  would  significantly  undermine  the  effectiveness  of  the  Federal  Re- 
serve in  carrying  out  its  p^ublic  policy  responsibilities.  The  Federal  Reserve  must 
know,  in  a  practical  detailed  way,  how  the  banking  system  works,  where  the 
vulnerabilities  lie,  and  have  the  ability  and  authority  to  influence  banking  organi2a- 
tions'  actions.  Reports  from  another  agency — ov  Fed  representation  on  another  agen- 
cy's board — would  not  provide  such  experience.  Access  to  written  supervisory  reports 
at  another  agency  might  be  useful  for  assessing  a  specific  problem  in  a  specific 
bank.  It  would  add  little  to  the  Fed's  capabilities  in  addressing  financial  crises.  As 
Gerald  Corrigan,  the  former  President  of  the  Federal  Reserve  Bank  of  New  York, 
recently  noted,  the  hands-on  intimate  knowledge  from  supervisory  responsibilities 
".  .  .  cannot  be  taken  out  of  the  closet  only  when  needed  and  it  certainly  cannot 
be  realized  by  reading  another  agency's  exam  report." 

A  single  regulator  without  the  responsibility  for  the  economic  consequences  of  its 
actions  would  inevitably  result  in  a  regulatory  stance  with  a  long-term  bias  against 
risk-taking — and,  hence,  economic  growth — and  with  Ukely  shorter-run  policy  shifts 
between  excess  laxity  and  restraint.  Any  single  regulator,  even  if  it  were  the  Fed- 
eral Reserve,  would  also  have  a  bias  toward  arbitrary  actions  and  would  eliminate 
the  beneficial  diversity  and  pluralism  of  our  dual  banking  system.  There  is  little 
reason  to  believe  that  such  a  regulator  would  be  any  more  efficient  in  an  economic 
or  managerial  sense,  and  it  would  certainly  be  less  flexible  than  our  current  struc- 
ture with  its  checks  and  balances.  Indeed,  most  of  the  prospective  regulatory  cost 
savings  that  are  likely  to  result  initially  from  the  creation  of  a  single  bank  regulator 
would  also  accrue  to  a  regulatory  system  which  included  the  Federal  Reserve.  More- 
over, such  cost  savings,  if  there  were  only  one  regulator,  would  likely  be  dissipated 
over  time  as  the  bureaucratic  inefficiencies  of  a  monopoly  regulator  took  hold.  In 
addition,  a  single  regulator  is  likely  to  impose  costs  on  tne  economy  from  slower  eco- 
nomic growth,  more  variable  supervisory  policy,  and  reduced  effectiveness  of  the 
macroeconomic  stabilization  policies  of  the  Federal  Reserve,  all  of  which  could  easily 
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swamp  any  dollar  cost  savings  to  the  Government  from  combining  the  regulatory 
agencies  into  a  single  agency. 

Essentially  all  of  the  benefits  of  a  single  regulator  can  be  obtained  with  less  dis- 
ruption and  risk  while  still  retaining  the  formidable  benefits  of  the  present  system. 
Elimination  of  duplicate  examinations  and  adoption  of  a  single  supervisor  for  vir- 
tually all  banking  and  thrift  organizations  can  be  accomplished  with  two  banking 
agencies,  each  of  which  would  be  given  clearly  defined  supervisory  responsibilities. 
Such  an  approach  would  preserve  the  dual  banking  system  by  permitting  real  choice 
of  Federal  regulators,  and  maintain  the  ability  of  our  central  bank  to  ftilfill  its  re- 
sponsibilities. 

Central  Banking  and  Supervision  and  Regulation 

Since  its  inception  the  Federal  Reserve  has  been  at  the  nexus  of  monetary  policy, 
the  payment  system,  and  bank  supervision  and  regulation.  Indeed,  the  importance 
of  supervision,  as  a  fundamental  responsibility  of  the  central  bank,  was  emphasized 
in  the  1913  preamble  of  the  Federal  Reserve  Act,  which  called  on  the  Federal  Re- 
serve "...  to  establish  a  more  effective  supervision  of  banking  in  the  United 
States."  Over  the  years,  it  has  become  clear  that  the  Fed  is  a  better  supervisor  be- 
cause it  has  economic  stabilization  responsibilities.  Such  responsibilities  require  it 
to  evaluate  the  economic  iniplications  of  its  and  other  agencies'  supervisory  stance, 
in  effect  recognising  that  safety  and  soundness  goals  include  concerns  about  the  sta- 
bility and  growth  of  the  economy.  These  joint  responsibilities,  the  Board  believes, 
make  for  hotter  supervisory  and  monetary  policy  than  would  result  from  either  a 
supervisor  divorced  from  economic  responsibilities  or  a  macroeconomic  policymaker 
with  no  practical  experience  in  the  review  of  individual  bank's  operations. 

To  carry  out  its  responsibilities,  the  Fed  has  been  required  over  the  decades  to 
build  up  extensive,  detailed  knowledge  of  the  intricacies  of  the  U.S.,  and  indeed  the 
world,  financial  system.  That  expertise  is  the  result  of  dealing  constantly,  and  in 
detail,  with  changing  financial  markets  and  institutions  and  their  relationships  with 
each  other  and  with  the  economy,  and  from  exercising  supervisory  responsibilities. 
It  comes  as  well  from  ongoing  interactions  with  central  banks  and  financial  institu- 
tions abroad. 

Federal  Reserve  supervisory  and  regulatory  activities  have  been  an  integral  and 
indispensable  aspect  of  this  process.  Continuing  interactions  with  banking  organiza- 
tions, both  large  and  small,  is  one  of  the  key  ways  that  the  Fed  has  acquired  de- 
tailed insights  into  how  our  sjrstem  functions.  This  view  is  not  simply  one  held  by 
the  current  Board.  At  least  since  the  Roosevelt  Administration,  Federal  Reserve 
Boards  and  their  chairmen  have  felt  the  necessity  for  the  central  bank  to  be  in- 
volved actively  in  the  formulation  and  execution  of  supervisory  policy,  and  have 
made  that  point  to  the  large  number  of  private  and  pubUc  groups  and  commissions 
that  have  reviewed  the  issue. 

To  meet  the  public  policy  objectives  given  to  it,  the  Federal  Reserve  must  main- 
tain a  staff  of  skilled  supervisors.  It  would  not  be  able  to  attract  and  maintain  such 
a  staff  with  the  limited  functions  outlined  in  the  single  regulator  proposals.  Even 
with  a  knowledgeable  staff,  it  would  be  virtually  impossible  to  get  an  operationally 
effective  sense  for  developments  by  reading  reports  or  having  discussions  with  the 
staff  of  a  new  single  regulator.  The  Fed  would  not  be  in  a  position  to  evaluate  re- 
quests for  discount  window  loans  to  problem  banks  and  thrifts  because  it  would  not 
have  either  timely  knowledge  of  the  financial  condition  of  these  banks  or  highly 
competent  supervisors  to  evaluate  the  position  of  another  agency's  examiners.  The 
authority  to  examine  for  discount  window  purposes  would  be  meaningless  because 
it  would  come  into  play  much  too  late  if  it  were  exercised  only  at  the  time  of  the 
loan  request.  To  be  meaningful,  such  authority  would  require  full  periodic  examina- 
tion and  review  of  a  significant  number  of  banks  so  that  the  Fed  would  be  able  to 
know  the  condition  of  the  banking  system,  as  well  as  the  condition  of  the  institution 
to  which  it  is  lending,  and  have  the  on-going  supervisory  expertise  to  evaluate  the 
new  agency's  view  of^the  potential  borrowing  entity.  Indeed,  Congress  recognized  in 
FDICLA  the  need  for  independent  Federal  Reserve  evaluation  of  depositories  to 
which  the  Fed  extends  credit.  The  sample  of  banks  subject  to  Federal  Reserve  exam- 
ination in  the  current  proposals  falls  far  short  of  our  view  of  what  is  reqruired. 

Similarly,  examination  for  payment  system  purposes  (as  is  advocated  in  some  re- 
form proposals)  cannot  simply  be  a  review  of  controls,  procedures,  and  systems,  as 
important  as  that  is.  What  is  most  relevant  is  the  risk  exposure  that  domestic  and 
foreign  participants  in  the  dollar  clearing  and  payment  systems  create  on  Fedwire 
to  the  red  (and  hence  to  the  public)  or  to  banks  on  private  systems.  The  day-to- 
day evaluation  of  these  risk  exposures  requires  prudential  examination  and  super- 
vision authority  of  a  general  nature  or  a  cadre  of  skilled  examiners  that  can  evalu- 
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ate  another  agency's  exam.  Anything  less  may  give  the  Fed  apparent  responsibility 
without  the  necessary  expertise  or  authority. 

Eliminating  the  U.S.  central  bank  from  adequate  hands-on  supervision  and  regu- 
lation would  remove  the  accumulated  human  capital  built  up  over  80  years  of  expe- 
rience with  a  wide  spectrum  of  banking  organizations.  Such  capital  cannot — without 
linkage  to  economic  policymaking — be  duplicated  in  the  short-run  or  transplanted. 
Moreover,  without  the  hands-on  exoerience  of  regulation  and  supervision,  tne  Fed- 
eral Reserve's  essential  knowledge  oase  would  atrophy.  Consequently,  its  delibera- 
tions would  become  increasingly  academic  and  the  Nation's  central  bank  would  soon 
resemble  an  ivory  tower  rather  than  an  institution  necessarily  involved  with  the 
day-to-day  activities  of  our  economic  and  financial  system.  There  is  regrettably  a 
view  in  some  circles  that  monetary  policy  can  be  conducted  by  a  central  bank  with 
no  practical  knowledge  of  banking  or  responsibility  for  bank  operations.  Indeed, 
some  observers  argue  that  monetary  policy  would  be  improved  if  the  Federal  Re- 
serve's attention  were  not  diverted  to  supervisory  and  regulatory  issues.  The  Board, 
recognizing  that  banks  and  the  financial  system  are  the  interface  between  monetary 
policy  and  the  economy,  disagrees  strongly  with  this  point  of  view.  It  believes  that 
such  an  academic  approach  would  be  likely  to  lead  to  seriously  deficient  policy- 
making by  reducing  the  Fed's  practical  understanding  of  markets,  credit  conditions, 
and  institutions. 

Removing  the  Federal  Reserve  from  supervision  and  regulation  would  greatly  re- 
duce its  ability  to  forestall  financial  crises  and  to  manage  a  crisis  once  it  occurs. 
In  a  crisis,  the  Fed,  to  be  sure,  could  always  flood  the  market  with  liquidity  through 
open  market  operations  and  discount  window  loans;  at  times  it  has  stoodf  ready  to 
do  so,  and  it  does  not  need  supervision  and  regulation  responsibilities  to  exercise 
that  power.  But,  while  ofl^n  a  necessary  response  to  a  crisis,  such  an  approach  may 
be  costly,  destabilizing,  and  distortive  to  economic  incentives,  as  well  as  being  insuf- 
ficient. Supervision  and  regulation  responsibilities  give  the  Fed  insight  and  the  au- 
thority to  use  less  blunt  and  more  precisely  calibrated  techniques  to  manage  such 
crises  and,  more  importantly,  to  avoid  them.  The  use  of  such  techniques  requires 
both  the  clout  that  comes  with  supervision  and  regulation  and  the  understanding 
of  the  linkages  among  supervision  and  regulation,  prudential  standards,  risk-taking, 
relationships  among  banks  and  other  financial  maricet  participants,  and  macrosta- 
bility. 

Crisis  Management 

Our  financial  system — market  oriented  and  characterized  by  innovation  and  rapid 
change — imparts  significant  benefits  to  our  economy.  But  one  of  the  consequences 
of  such  a  dynamic  system  is  that  it  is  subject  to  episodes  of  stress.  Recent  examples 
include  a  series  of  international  debt  crises,  a  major  stock  maricet  crash,  the  collapse 
of  the  most  important  player  in  the  junk  bond  market,  the  virtual  collapse  of  the 
S&L  industry,  and  extensive  losses  at  many  banking  institutions.  In  such  situations 
the  Federal  Reserve  provides  liquidity,  if  necessary,  and  monitors  continuously  the 
condition  of  depository  institutions  to  contain  the  secondary  consequences  of  the 
problem.  The  objectives  of  the  central  bank  in  crisis  management  are  to  contain  fi- 
nancial losses  and  prevent  a  contagious  loss  of  confidence  so  that  difficulties  at  one 
institution  do  not  spread  more  widely  to  others.  The  focus  of  its  concern  is  not  to 
avoid  the  failure  of  entities  that  have  made  poor  decisions  or  have  had  bad  luck, 
but  rather  to  see  that  such  failures — or  threats  of  failures — do  not  have  broad  and 
serious  impacts  on  financial  markets  and  the  national,  and  indeed  the  global,  econ- 
omy. 

The  types  of  financial  crises  that  arise  from  time  to  time  are  rarely  predictable 
and  almost  always  difierent.  The  Fed's  ability  to  respond  expeditiously  to  any  par- 
ticular incident  depends  on  the  experience  and  expertise  that  it  has  accumulated 
over  the  years  about  the  specifics  of  our  system  and  its  authority  to  act  on  that 
knowledge.  In  responding  to  a  crisis  or  heading  off  potential  crises,  the  Federal  Re- 
serve continuously  relates  its  supervisor-based  knowledge  of  how  individual  banks 
work  with  its  understanding  of  the  financial  system  and  the  economy  as  a  whole. 

This  does  not  necessitate  comprehensive  information  on  each  individual  banking 
institution,  but  it  does  require  that  the  Fed  know,  in  depth,  how  institutions  of  var- 
ious sizes  and  other  characteristics  are  likely  to  behave  and  what  resources  are 
available  to  them  in  the  event  of  severe  financial  stress.  It  currently  gains  this  in- 
sight by  having  a  broad  sample  of  banks  subject  to  its  supervision  and  through  its 
authority  over  bank  holding  companies. 

The  Federal  Reserve  employs  its  accumulated  experience  and  expertise,  in  large 
measure,  to  work  with  other  regulators  here  and  abroad  and  with  private  parties 
to  build  strong  institutional  structures  resilient  to  the  inevitable  strains  that  hit  fi- 
nancial systems.  For  example,  in  consultation  with  the  other  agencies,  the  Fed  uses 
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its  comprehensive  economic  knowledge  to  ensure  that  the  economic  consequences  of 
proposed  rules  are  considered.  In  addition,  the  Fed's  leadership  with  G-10  central 
banxs  has  led  to  higher  and  more  consistent  capital  standards  and  vastly  improved 
criteria  for  payment  system  management. 

The  Fed  plays  the  key  role  when  systemic  breakdown  threatens.  Such  episodes 
invariably  create  fear  and  uncertainty  in  the  financial  markets.  Fear  of  counter- 

Sarty  risk  escalates,  and  the  threat  of  paralysis  in  financial  markets  and  the  break- 
own  of  payment  and  credit  arrangements  that  underpin  them  become  all  too  real. 
It  is  important  that  a  regulatory  authority  fuUy  familiar  with  the  dynamic  inter- 
national economic  and  financial  forces  in  play  be  available  to  counsel  and  urge  ra- 
tional responses — and,  as  a  last  resort,  provide  liquidity.  If  regulatoiy  authority  is 
vested  in  a  single  agency  and  little  in  the  central  bank,  our  Nation's  ability  to  fore- 
stall or  to  respond  efficiently  and  effectively  to  a  crisis  would  surely  be  impaired. 

Perhaps  a  few  examples  of  Federal  Reserve  involvement  in  past  crisis  manage- 
ment would  help  illustrate  and  clarify  these  points. 

In  early  1990,  the  parent  of  the  leading  dealer  in  junk  bonds,  Drexel  Bumham, 
failed,  with  potential  significant  impacts  on  financial  markets.  The  Fed's  concern 
was  not  for  the  failure  of  a  particular  securities  firm,  but  rather  the  impact  that 
failure  might  have  on  other  nnancial  institutions  and  on  the  functioning  of  capital 
markets  essential  to  economic  growth  and  job  creation. 

From  the  central  bank's  perspective,  the  greatest  threat  was  potential  gridlock  in 
the  system  of  paying  for,  and  delivering,  securities.  Orderly  liquidation  of  Drexel's 
substantial  holdings,  especially  of  mortgage-backed  securities,  was  nearly  stymied 
by  the  fears  of  market  participants  who  became  exceedingly  reluctant  to  deliver  se- 
curities or  make  payments  to  Drexel  or  finance  its  securities  position.  This  caution, 
while  entirely  understandable,  could  have  brought  the  liquidation  process  to  a 
standstill.  Had  this  occurred,  capital  markets  would  have  been  disrupted  and  the 
financial  system  would  have  become  more  vulnerable  in  the  future  to  the  slightest 
whiff  of  problems  at  any  major  maricet  player. 

The  key  to  preventing  gridlock  was  the  cooperation  of  clearing  banks,  through 
whose  books  most  of  the  payments  and  securities  flowed,  and  who  are  the  backup 
source  of  credit  to  the  securities  markets.  Because  of  its  ongoing  supervisory  rela- 
tionships and  knowledge  of  the  payment  system's  infrastructure,  the  Federal  Re- 
serve Bank  of  New  York  had  the  access,  contacts,  and  in-depth  knowledge  of  these 
institutions  that  enabled  it  to  address  this  complex  problem.  The  Fed  understood 
the  potential  problems  of  Drexel's  counterparties  and  clearing  banks  and  had  estab- 
lished close  working  relationships  with  key  personnel.  The  Fed  was  able  to  use  its 
knowledge  and  relationships  to  work  with  the  banks  and  securities  firms  to  identify 
developing  problems,  and  fashion  procedures  that  enabled  securities  to  be  trans- 
ferred and  credit  to  be  extended  to  facilitate  an  orderly  winding  down  of  Drexel 
without  adverse  effects  on  innocent  bystanders  or  adding  to  the  overall  fragility  of 
the  financial  markets. 

Another  example  of  Federal  Reserve  involvement  in  crisis  management  is  the 
record  stock  market  break  of  October  19,  1987,  a  drop  paralleled  by  similar  price 
declines  in  all  major  stock  markets  of  the  world.  These  events  represented  a  serious 
threat  to  the  stability  of  the  global  financial  system.  Formulating  and  carrying  out 
actions  to  maintain  the  integrity  of  the  banking  system,  and  thus  limit  the  damage 
inflicted  by  the  drop  in  stock  prices,  required  a  variety  of  skills  and  powers.  Particu- 
larly crucial  were  the  Federal  Reserve's  knowledge  of*^ financial  markets,  its  contacts 
with  foreign  central  banks  and  with  U.S.  securities  and  commodities  regulators,  and 
its  experience  with  supervising  and  regulating  banking  institutions  and  the  pay- 
ment system,  all  working  hand-in-hand  with  its  monetary  policy. 

Perhaps  most  visibly,  early  on  October  20,  the  Federal  Reserve  issued  a  statement 
indicating  that  it  stood  ready  to  provide  liauidity  to  the  economy  and  financial  mar- 
kets. In  support  of  that  policy,  tne  Federal  Reserve  conspicuously  and  aggressively 
added  reserves  to  the  banking  system  on  a  daUy  basis  through  the  end  of  the 
month.  These  actions  were  taken  as  a  central  bank  and  could  have  been  taken  with- 
out supervisory  and  regulatory  authority. 

However,  the  Fed's  actions  went  far  beyond  the  provision  of  reserves.  The  System 
took  a  number  of  other  steps  that  drew  on  its  expertise  in  the  operation  of  markets 
and  the  payment  system  and  in  assessing  the  financial  strength  of  important  par- 
ticipants. These  included  increased  surveillance  of  the  U.S.  Government  securities 
market,  and  more  frequent  contact  with  participants  and  regulators  at  the  Treasury 
and  elsewhere.  But  a  focal  pmint  of  these  actions  was  the  banking  system.  Drawing 
on  its  supervisory  experience,  the  Fed  immediately  assessed  the  funding  and  risk 
characteristics  of'^ major  banking  organizations  to  help  identify  any  emerging  prob- 
lems. Federal  Reserve  examiners  on-site  in  major  banking  institutions  obtained  in- 
formation rapidly  on  potentially  significant  lending  losses  and  emerging  liquidity 
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pressures.  Examiners  were  also  sent  into  firms  directly  afiected  by  an  options  dealer 
that  had  suffered  large  losses.  To  detect  the  development  of  any  bank  runs,  the  Fed- 
eral Reserve  monitored  currency  shipments  to  all  depository  institutions.  Frequent 
contact  with  counterparts  in  other  major  financial  centers  kept  both  the  Fea  and 
foreign  authorities  informed  about  developments  in  markets  and  at  international 
banks  and  other  financial  firms. 

The  credit  relationships  between  banks  and  securities  firms  received  particular 
attention.  To  obtain  information  about  securities  credit,  the  Federal  Reserve, 
through  its  examiners,  was  in  frequent  contact  with  both  banks  and  securities  firms 
regarding  the  liquidity  and  funding  of  broker/dealers.  Securities  dealers'  need  for 
credit  was  expected  to  rise,  but  with  substantial  losses  likely  from  the  lai^e  drop 
in  stock  prices  both  firms  and  their  customers  would  have  less  collateral  to  secure 
borrowing.  In  its  discussions,  the  Fed  recognized  that  banks  needed  to  make  sound 
credit  judgments  in  the  circumstances,  but  it  also  stressed  the  systemic  problems 
that  would  develop  if  the  credit  needs  of  solvent,  but  illiquid,  firms  were  not  met. 

Problems  in  the  futures  and  options  markets,  in  particular,  illustrated  the  rela- 
tionship between  the  banks  and  the  securities  firms,  as  concern  grew  that  gridlock 
was  being  approached  in  the  settlement  systems  of  the  Chicago  exchanges  after 
large  margin  calls  on  October  19  and  20.  At  the  time,  margin  calls  were  collected 
through  four  settlement  banks  in  Chicago.  Clearinghouse  members  were  unable  to 
fund  their  accounts  at  the  settlement  banks  in  time  to  meet  the  margin  calls.  Owing 
to  the  unusual  size  of  the  margin  calls  to  certain  large  clearing  members,  the  settle- 
ment banks  were  unwilling  to  confirm  those  members'  payments  to  the  clearing- 
house until  they  could  verify  that  funds  had  been  received  to  cover  the  payments 
from  the  New  York  banks  at  which  the  relevant  clearing  firms  maintained  their 
principal  banking  and  credit  relationships.  At  the  same  time,  the  New  Yorii  bankers 
were  already  concerned  about  rumors  regarding  the  creditworthiness  of  their  cus- 
tomers and  had  little  time  to  fully  understand  the  exposures  that  the  securities 
firms  had  across  other  lines  of  activity  such  as  foreign  exchange,  risk  arbitrage,  and 
block  trading.  Telephone  calls  placed  by  officials  of  the  Federal  Reserve  Bank  of 
New  York  to  senior  management  of  the  major  New  York  City  banks  helped  to  as- 
sure a  continuing  supply  of  credit  to  the  clearinghouse  members,  which  enabled 
those  members  to  make  the  necessary  margin  payments. 

While  it  is  difficult  to  determine  how  the  situation  would  have  evolved  in  the  ab- 
sence of  these  actions,  it  seems  reasonable  that  the  risk  of  even  more  disruptive  de- 
velopments would  have  increased.  The  Federal  Reserve's  ability  to  reach  judgments 
about  what  actions  were  necessary  depended  critically  on  both  its  supervisory  and 
its  economic  knowledge  of  financial  markets,  banking  institutions,  and  payment  sys- 
tems and  the  Fed's  credibility  with  market  participants  accumulated  tnrou^  many 
years  of  operating  in  the  markets  and  supervising  banks. 

The  collapse  of  State-chartered,  privately  insured  thrift  systems  in  the  States  of 
Ohio  and  Maryland  in  the  mid-1980's  were  other  incidents  in  which  the  Federal  Re- 
serve drew  heavily  on  its  supervisory  resources  and  exj>erience  in  carrying  out  its 
crisis  management  responsibilities.  When  the  largest  of  71  privately  insured  institu- 
tions in  Ohio  was  reported  to  have  suffered  heavy  losses  due  to  fraudulent  securities 
transactions,  depositor  runs  were  triggered  at  the  affected  institution  and  confidence 
in  the  viability  of  the  insurance  fund  was  undermined.  These  developments  led  to 
runs  at  many  other  institutions  insured  by  the  fund.  Within  2  weeks,  the  Governor 
of  Ohio  had  closed  all  of  these  institutions,  and  a  law  was  then  enacted  that  per- 
mitted their  reopening  only  if  they  were  able  to  obtain  Federal  deposit  insurance. 

Maryland's  problems  followed  within  months,  as  the  collapse  of  the  Ohio  system 
raised  concerns  about  the  ability  of  the  private  insurer  of  101  State-chartered  sav- 
ings institutions  in  Mainland  to  cover  losses  if  they  were  to  arise.  Those  concerns 
received  confirmation  when  the  two  largest  of  these  institutions  were  found  to  be 
insolvent  due  to  fraud  and  other  abusive  practices.  Once  again,  depositor  runs  at 
the  insolvent  institutions  and  at  other  institutions  insured  by  the  nind  forced  the 
closing  of  all,  with  their  reopening  conditioned  on  their  being  found  eligible  to  access 
the  Federal  Reserve's  discount  window.  Additionally,  the  State  promptly  enacted 
legislation  that  required  these  institutions  to  obtain  Federal  insurance,  be  merged 
with  an  insured  institution,  or  to  be  liquidated. 

Responding  to  requests  for  assistance  from  the  governors  of  each  of  these  States, 
the  Federal  Reserve  assembled  examiners  from  throughout  the  System — with  a  siz- 
able contingent  of  examiners  from  the  OCC  and  FDIC  joining  in  the  case  of  Mary- 
land— to  help  resolve  the  crises.  Under  the  Federal  Reserve's  general  direction,  ex- 
aminers entered  virtually  all  affected  institutions  in  both  States  to  evaluate  assets 
that  might  serve  as  collateral  for  discount  window  loans,  to  monitor  deposit  outflows 
and  currency  drains  from  the  institutions,  and  to  assess  their  financial  condition. 
Simultaneously,  the  Federal  Reserve  took  steps  to  ensure  that  currency  was  strate- 
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gically  placed  in  selected  areas  of  each  State  to  permit  quick  delivery  to  institutions 
experiencing  heavy  cash  withdrawals.  Because  of  these  efforts,  the  System  was  able 
to  extend  discount  window  loans  expeditiously  when  institutions  encountered  seri- 
ous liquidity  problems,  to  process  checks,  ACH  payments,  and  the  wire  transfers  of 
the  institutions  prudently  and  effectively,  and  to  meet  all  requests  for  currency. 

The  Federal  Reserve  also  served  as  advisor  to  State  authorities  and  a  facilitator 
of  discussions  with  major  depositories  that  sought  to  find  solutions  to  these  problem 
situations.  In  short,  the  Federal  Reserve's  broad  mandate  for  economic  stability, 
coupled  with  its  operational  experience  in  maricets  and  supervision,  played  an  in- 
strumental role  in  resolving  each  crisis  in  as  orderly  a  manner  as  pwssible,  and  ef- 
fectively contained  the  potential  for  spillover  effects  on  federally-insured  deposi- 
tories and  other  financial  institutions. 

A  final  example  is  the  Mexican  debt  crisis  of  1982,  which  marked  the  beginning 
of  a  generalized  debt  problem  in  the  less  developed  countries  in  the  1980's  that 
threatened  the  world's  financial  system  and  economic  growth.  The  Federal  Reserve 
recognized  the  potential  for  problems  because  of  both  its  expertise  and  its  intimate 
role  in  banking  supervision.  Bank  and  bank  holding  company  supervisory  reports 
and  the  judgment  of  Federal  Reserve  examiners  provided  vital  information  regard- 
ing the  fact  that  exposures  to  countries  that  were  susceptible  to  payments  difficul- 
ties were  well  in  excess  of  the  capital  of  many  banks.  Not  just  the  largest  U.S. 
banks,  but  also  many  smaller  banks  were  significantly  involved;  in  total,  more  than 
150  U.S.  banks  had  exposure  to  Mexico.  When  the  Latin  American  debt  crisis  broke 
publicly  in  1982  with  a  potential  default  by  Mexico  on  more  than  $50  billion  Ln 
claims  held  by  international  commercial  banks,  the  Fed  was  positioned  to  act  quick- 
ly to  organize  the  international  provision  of  liquidity  support  while  a  more  perma- 
nent solution  was  worited  out.  The  Fed  could  respond  quickly  and  comprehensively 
because  of  the  practical  knowledge  gained  from  hands-on  examination  of  banks,  its 
deep  involvement  in  the  country-risk  examination  process,  and  its  extensive  contacts 
with  foreign  central  banks. 

After  the  initial  phase  of  the  debt  crisis,  tension  developed  between  two  seemingly 
conflicting  considerations.  On  the  one  hand,  the  financial  strength  of  the  banking 
system  needed  to  be  protected  and  restored  in  light  of  the  potential  losses  by  banks 
on  their  exposures  to  developing  countries.  On  the  other  hand,  if  at  least  conditional 
access  by  developing  countries  to  funding  from  hundreds  of  U.S.  and  foreign  banks 
was  not  maintained,  those  countries  would  not  have  been  able  to  work  out  their 
problems  in  an  orderly  fashion.  The  collapse  of  those  countries'  ability  to  renegotiate 
their  debts  would  have  increased  the  likelihood  of  widespread  bank  failures  in  the 
United  States  and  around  the  world,  threatened  the  stability  of  the  global  financial 
and  trading  system,  and  worsened  the  already  tenuous  growth  prospects  of  the  in- 
dustrial countries. 

The  Federal  Reserve,  by  virtue  of  its  combined  responsibilities  for  oversight  of  the 
financial  and  the  dollar  payment  systems  on  the  one  hand,  and  maintenance  of  mac- 
roeconomic  stability  on  the  other,  was  in  a  unique  position  to  recognize  these  com- 
plex interactions  and  incorporate  these  considerations  effectively  in  its  supervisory 
actions.  Through  its  active  involvement  in  the  daily  supervisory  process  oi  a  broad 
cross-section  of  U.S.  banks,  the  Fed  had  the  perspective  and  the  knowledge  to  en- 
sure that  general  supervisory  policies,  which  often  were  initiated  to  deal  with  other 
concerns,  did  not  impair  overall  efforts  to  resolve  the  LDC  debt  problem.  Working 
with  the  Treasury  and  foreign  central  banks,  the  Federal  Reserve  understood  that 
over  an  appropriate  time  horizon,  considerations  of  financial  prudence  and  macro- 
economic  stability  were  not,  in  fact,  conflicting,  but  rather  required  the  same  patient 
responses.  Indeed,  the  Fed  took  the  lead  in  coordinating  a  response  by  the  U.S. 
bank  supervisory  agencies  that  avoided  overaction  to  the  Mexican  crisis.  In  particu- 
lar, U.S.  commercial  banks  were  not  penalized  for  their  participation  in  a  construc- 
tive solution  to  the  systemic  threat  posed  by  that  crisis. 

This  last  experience  illustrates  a  point  anticipated  earlier.  An  agency  with  the 
sole  or  primary  goal  of  prudential  supervision  and  regulation,  and  without  respon- 
sibility for  the  economic  consequences  of  its  own  actions,  will  of  necessity  tend  to 
focus  almost  entirely  on  a  narrow  view  of  safety  and  soundness.  It  will  be  severely 
criticized  by  the  Congress  and  others  if  a  bank  fails  on  its  watch;  it  will  not  receive 
credit  for  avoiding  other  failures  in  unusual  circumstances  by  being  flexible.  It  will 
not  have  the  market  experts — the  economists  and  other  specialists  who  spend  their 
careers  understanding  evolving  institutions  and  instruments  and  how  they  r-eact 
during  adversity  and  crisis.  It  is  the  combining  of  the  Fed's  supervisory  knowledge 
with  that  of  these  other  experts  and  its  broad  macroeoonomic  responsibilities  that 
facilitates — indeed,  requires — the  balancing  of  the  prudential  supervision  of  banks 
against  the  broader  economic  implications  that  surround  a  crisis. 
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Monetary  Policy 
While  crises  arise  only  sporadically,  the  Federal  Reserve  is  involved  in  monetary 

f»olicy  on  an  ongoing  basis.  In  this  area,  too,  the  Fed's  role  in  supervision  and  regu- 
ation  provides  an  import,ant  perspective  to  the  policy  process.  Monetary  poucy 
works  throu^  financial  markets  to  afiect  the  economy,  and  depository  institutions 
remain  a  key  element  in  those  markets.  Indeed,  banks  and  thrifts  are  more  impor- 
tant in  this  regard  than  might  be  suggested  by  a  simple  arithmetic  calculation  of 
their  share  of  total  credit  flows.  While  securities  markets  of  different  types  handle 
the  lion's  share  of  credit  flows  these  days,  banks  are  the  backup  source  of  licpiidity 
to  many  of  the  securities  firms  and  large  borrowers  participating  in  these  maricets. 
Moreover,  banks,  at  all  times,  are  the  most  important  source  of  credit  to  most  small- 
and  intermediate-sized  firms  that  do  not  have  ready  access  to  securities  markets. 
These  firms  are  the  catalyst  for  U.S.  economic  growth  and  the  prime  source  of  new 
employment  opportunities  for  our  citizens.  The  Federal  Reserve  must  make  its  mon- 
etary policy  wiui  a  view  to  how  banks  are  responding  to  the  economic  environment. 
Factors  afiecting  banks,  quite  apart  from  monetary  policy,  can  have  major  impli- 
cations for  their  behavior  and  for  the  economy.  Important  among  these  factors  are 
elements  of  the  supervision  and  regulation  of  depositories.  As  Chairman  Volcker 
noted  in  his  testimony  on  the  1985  Bush  Commission  proposals  for  reform: 

Policies  such  as  those  affecting  capital  and  liquidity  standards,  the  "toughness" 
of  examinations,  loan-loss  provisioning,  and  information  disclosure  can  have  great 
significance  for  the  effectiveness  of  monetary  policy  as  well  as  for  the  stability  of 
the  entire  financial  system.  Conflicts  will  inevitably  arise  in  these  areas  as  they 
are  approached  from  different  perspectives.  Those  conflicts  need  to  be  resolved, 
and  I  believe  the  perspective  of  the  central  bank  is  one  essential  part  of  a  satisfac- 
tory resolution. 

An  example  of  such  a  central  bank  perspective  is  the  development  of  the  rules 
the  banking  agencies  impose  on  banks  to  implement  Federal  legislation  and/or  to 
further  prudential  supervisory  goals.  In  the  interagency  development  of  such  rules, 
the  Fed  brings  to  the  table  its  unique  concerns  for  the  impact  of  the  proposed  rules 
on  credit  availability  and  the  resultant  consequences  for  the  economy.  Recent  exam- 
ples include  the  Fed's  role  in  modifying  the  real  estate  appraisal  and  minimum  loan- 
to-value  regulations  and  the  implementing  rules  of  the  non-capital  "tripwires"  in 
FDICIA.  The  Fed  would  not  be  aole  to  exert  sufficient  influence  to  assure  that  eco- 
nomic consequences  were  properly  considered  if  it  had  just  a  minority  vote  on  a 
commission.  It  is  the  healthy  tension  of  independent  agencies  coordinating  their 
rules  which  permits  the  Fed  to  bring  the  economic  implications  of  rulemaking  into 
the  process. 

The  crucial  nature  of  economic  considerations  in  the  development  of  supervisory 
policy  was  illustrated  most  recently  in  the  credit  crunch.  Banks  realizing  losses  on 
commercial  real  estate  and  other  credits  were  pulling  back  from  all  types  of  lending; 
their  impulse  to  do  so  interacted  in  complex  ways  with  the  policies  of  regulators  and 
supervisors  responding  to  the  situation.  Certainly,  a  major  factor  in  the  Fed's  deci- 
sion to  ease  interest  rates  from  1989  on  was  its  increasing  awareness,  importantly 
gained  through  the  examination  process,  that  banks  were  rapidly  tightening  their 
lending  terms  and  standards.  The  Federal  Reserve  was  never  able  to  offset  fully  the 
lending  trauma  that  led  to  the  "credit  crunch"  of  the  early  1990's,  but  it  clearly  con- 
tained its  deleterious  effects  in  a  significant  way.  Without  the  Fed's  hands-on  bank 
supervisory  activities,  it  mi^t  not  have  been  aware  of  the  seriousness  of  this  prob- 
lem until  later,  with  doubtless  unnecessary  strain  on  the  economy. 
The  "credit  crunch"  experience  also  illustrates  how  Federal  Reserve  involvement 
j  in  supervision  and  regulation  can  improve  those  fiinctions  as  well.  Its  own  experi- 
'  ence  in  the  banking  system  and  the  knowledge  of  its  examiners  were  key  elements 
in  enabling  the  Fed  to  analyze  this  phenomenon  and  woric  closely  with  other  agen- 
cies to  adjust  supervisory  policies  to  alleviate  the  crunch  while  preserving  safety 
and  soundness.  A  central  bank  brings  a  unique  and  invaluable  perspective  to  regu- 
lation; it  is  far  better  situated  than  a  narrowly  focused  regulatory  agency  to  see  how 
bank  regulation  and  supervision  relate  to  the  strength  of  the  payment  system,  the 
stability  of  financial  markets,  and  the  health  of  the  economy. 

Payment  System 
I  The  Administration's  proposal  for  a  single  regulator  recognizes  the  important  role 

I      that  the  Federal  Reserve  plays  in  the  payment  mechanism.  As  noted  earlier,  how- 
ever, the  authority  proposed  for  the  Federal  Reserve  would  be  insufficient  for  the 
Fed  to  ensure  a  safe  and  sound  payment  system.  To  do  so  requires  an  ability  to 
i      evaluate  the  fundamental  strength  of  the  banks  that  lie  at  the  heart  of  the  payment 
™      system  and  to  retain  personnel  with  the  necessary  broad  perspective. 
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To  understand  the  importance  of  the  payment  mechanism,  one  must  realize  that 
the  dollar  interbank  payment  system  is  the  Nation's  backbone  for  clearing  and  set- 
tling transactions  in  the  Fed  funds,  Government  securities,  and  corporate  securities 
martcets,  as  well  as  transactions  generated  by  nonfinancial  businesses  and  consum- 
ers. In  addition,  the  dollar  payment  system  is  the  linchpin  of  the  international  sys- 
tem of  payments  that  relies  on  the  dollar  as  the  major  international  currency  for 
trade  and  finance.  Consequently,  the  foreign  exchange  and  related  markets  rely 
heavily  on  settlements  involving  the  U.S.  doUjir  payment  system.  The  key  large  dol- 
lar electronic  payment  systems,  Fedwire  and  CHIPS,  transfer  nearly  $2  trillion  per 
day  and  thus  these  systems,  as  well  as  specialized  depositories  and  clearinghouses 
for  securities  and  other  financial  instruments,  are  crucial  to  the  integrity  and  stabil- 
ity of  our  financial  markets  and  our  economy.  In  all  these  payment  and  settlement 
systems,  commercial  banks  play  a  central  role,  both  as  participants  and  as  providers 
of  credit  to  nonbank  participants.  Day  in  and  day  out,  the  settlement  of  pajnment 
obligations  and  securities  trades  requires  significant  amounts  of  bank  credit. 

^foreover,  in  periods  of  stress,  such  credit  demands  surge  and,  if  unmet,  could 
produce  gridlock  in  payment  and  settlement  systems  and  bring  a  halt  to  activity  in 
financial  markets.  As  indicated  in  the  1990  Drexel  failure,  the  1987  stock  market 
crash,  and  the  1982  Mexican  debt  crisis,  ensuring  the  continued  operation  of  the 
payment  system  often  requires  broad  and  complex  knowledge  of  banking  and  mar- 
kets, as  well  as  detailed  knowledge  and  authority  with  respect  to  the  payments  and 
settlement  arrangements  and  their  linkages  to  banking  operations.  This  type  of  un- 
derstanding and  authority — as  well  as  knowledge  about  the  behavior  of  key  partici- 
pants— cannot  be  created,  on  an  ad  hoc  basis.  It  requires  broad  and  sustained  in- 
volvement in  both  the  payment  infrastructure  and  the  operation  of  the  banking  sys- 
tem. 

Foreign  Experience 

Central  banks  in  all  but  one  G-7  country,  in  most  cases  de  jure  but  always  de 
facto,  are  closely  involved  with  the  supervision  of  banks  in  their  countries  and  inter- 
nationally. More  broadly,  the  central  bank  has  either  total  or  shared  responsibility 
for  bank  supervision  in  three-quarters  of  the  nations  in  the  OECD.  In  all  industrial 
countries,  either  central  banks  or  Finance  Ministries,  or  both,  are  involved  with  su- 
pervision because  nations  have  come  to  understand  that  bank  supervision  has  eco- 
nomic consecpiences  that  are  important  for  stability  and  economic  growth.  Of  course, 
the  specifics  of  each  central  bank's  role  vary  from  country  to  country,  depending  im- 
portantly on  cultural  and  historical  features,  the  institutional  structure,  and  the  de- 
gree of  concentration  of  the  financial  system. 

For  example,  bank  supervision  in  London  and  Tokyo — the  major  international  fi- 
nancial centers,  along  with  New  York — is  quite  different.  The  Bank  of  England, 
after  a  long  history  in  which  it  supervised  banks  informally,  is  now  the  sole  statu- 
tory supervisor  of  all  institutions  engaged  in  banking  activities  in  the  United  King- 
dom. The  Bank's  mode  of  supervision,  with  less  reliance  than  in  some  other  coun- 
tries on  on-site  examinations,  reflects  the  highly  concentrated  nature  of  the  British 
banking  system.  The  five  largest  banks  account  for  nearly  two-thirds  of  the  sterling 
assets  of  the  domestic  offices  of  all  British  banks,  far  greater  concentration  than  ex- 
ists in  the  United  States.  In  Japan  both  the  Ministry  of  Finance  and  the  Bank  of 
Japan  conduct  regular  on-site  examinations  of  banks  (in  alternate  years)  and,  more 
generally,  share  responsibilities  for  bank  monitoring,  analysis,  and  supervision. 
Whereas  the  Ministry's  role  is  statutory,  the  Bank's  role  is  contractual  and  is  based 
on  an  individual  agreement  with  each  bank  that  uses  its  services.  Interestingly,  the 
Bank  of  Japan  employs  more  bank  examiners  than  the  Ministry  of  Finance. 

Germany  provides  still  another  model.  The  Federal  Banking  Supervisory  Office 
(FBSO)  is  the  primary  banking  supervisory  body,  but  it  exercises  its  authority  in 
close  coordination  with  the  Bundesbank.  Both  the  FBSO  and  the  Bundesbank  are 
authorized  to  conduct  on-site  examinations  of  banks,  although  both  rely  heavily  in 
practice  on  reports  of  external  auditors.  These  reports  are  submitted  to  the  appro- 
priate branch  of  the  Bundesbank  (or  Landeszentralbank,  analogous  to  a  Federal  Re- 
serve Bank),  which  reviews  them,  pursues  any  follow-up  issues  with  either  the  bank 
or  its  auditors,  and  prepares  summaries.  (As  in  Japan,  the  central  bank  in  Germany 
employs  more  supervisors  than  the  supervisory  agency.)  This  information  is  then 
given  to  the  Bundesbank  in  Frankfurt,  which  does  a  further  review  and,  in  turn, 
provides  the  reports  and  summaries  to  the  FBSO.  In  addition,  the  Bundesbank  has 
veto  power  over  certain  liquidity  and  capital  regulations  of  the  FBSO.  Thus,  as  in 
the  United  Kingdom,  in  Germany,  where  the  banking  system  is  highly  concentrated 
(the  largest  three  German  banks  account  for  nearly  40  percent  of  total  bank  assets) 
and  where  close  contact  with  only  the  largest  banks  might  seem  to  be  sufficient  for 
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many  purposes,  the  central  bank,  in  fact,  is  substantively  involved  with  the  entire 
banking  system. 

None  of  these  models  of  supervisory  structure  can  be  applied  readily  to  the  United 
States,  where  there  is  a  dual  banking  system  (with  both  Federal  and  State  author- 
ity) with  over  11,000  commercial  banks  in  some  8,500  separate  organizations,  and 
with  banking  assets  distributed  across  a  vast  country.  The  large  number  of  small 
banks  is  unique  to  the  United  States  and  has  characterized  our  Nation  almost  from 
its  founding.  The  emphasis  of  small  banks  on  community  lending— especially  to 
small  businesses  that  nave  been  the  engine  of  growth  in  the  United  States — has  be- 
come embedded  in  our  culture.  It  has  been  an  important  factor  in  our  development 
as  a  Nation.  The  associated  emphasis  on  innovation  and  diversity  that  accompanies 
such  a  large  number  of  banks  has  contributed  to  an  economy  that  has  given  the 
Nation  the  hi^est  standard  of  living  and  the  most  diverse,  innovative,  competitive, 
and  among  the  best  capitalized  banking  system  in  the  world.  The  diversity  in  bank- 
ing is  reflected  in,  and  supported  by,  the  dual  banking  system  and  the  decentralized 
regulatory  structure  that  encourages  it  to  flourish. 

But  whatever  the  national  model,  it  is  clear  that  central  banks  are  importantly 
involved  in  the  hands-on  supervision  of  their  own  banks  at  home  and  abroad  and 
also  of  the  operations  of  foreign  banks  in  their  countries.  This  involvement  derives 
directly  from  the  fact  that,  because  central  banks  are  the  ultimate  source  of  liquid- 
ity, central  banks  are  inevitably  responsible  for  solving  or  containing  systemic 
threats.  Thus,  what  is  at  stake  in  the  current  debate  is  how  the  U.S.  central  bank 
in  the  future  wUl  be  able  effectively  and  efficiently  to  do  its  job. 

A  Single  Bank  Regulator 

In  our  economic  system,  banks  necessarily  must  take  credit  risks  to  finance  their 
customers.  Such  risk-taking  is  a  critical  ingredient  for  economic  growth,  but  creates 
the  necessity  to  balance  regulation  to  limit  deposit  insurance  exposure  with  the  eco- 
nomic function  of  banks.  Tradeoffs  are  required  and  a  zero  bank  failure  rate  implies 
that  banks  are  not  performing  their  proper  role.  We  have  recently  seen  how  banks' 
reduction  in  their  risk  appetite  as  a  result  of  FDICIA,  new  regulations,  weakened 
capital,  and  large  loan  write-offs,  contributed  to  a  credit  crunch  and  slower  economic 
growth.  TradeoiTs  are  tricky  and  a  swing  in  either  direction  can  create  both  short- 
and  long-term  problems. 

In  balancing  such  tradeoffs,  consider  the  position  of  a  single  supervisory  agency 
required  by  law  to  promote  a  narrow  view  of  bank  safety  and  soundness  without 
any  responsibility  for  the  macroeconomic  implications  of  its  decisions.  The  examina- 
tion and  regulation  of  banks  is  an  inexact  science  and  open  to  quite  a  wide  range 
of  outcomes.  But,  significantly,  examiners  will  be  severely  criticized  if  they  have  re- 
sponsibility for  a  bank  that  subsequently  fails,  while  receiving  no  applause  for  the 
high  profits  of  banks  under  their  purview.  Such  incentives  and  missions  will  inex- 
orably lead  to  a  bias  against  bank  risk-taking.  As  a  practical  matter,  instructions 
to  examiners  are  not  easily  drawn.  It  is  easy  to  write  a  rule  to  avoid  all  risk,  but 
it  is  difficult  to  instruct  an  examiner  to  encourage  "some"  risk. 

The  Fed  knows  that  too  extreme  a  supervisory  posture  can  lead  to  a  credit  crunch, 
with  attendant  growth  constraints.  In  the  early  1990's,  it  played  a  critical  role  in 
recognizing  early  what  was  occurring  in  the  banking  system  and  persuading  the 
other  agencies  to  modify  their  examination  standards.  But  the  Fed  also  knows  the 
future  cost  of  lax  examination  standards  and  avoided  some  of  the  examination  poli- 
cies of  the  early  1980's  that  contributed  to  the  bank  failures  and  depwsit  insurance 
fund  losses  of  the  late  1980's  and  early  1990's.  The  Federal  Reserve  Board  notes 
with  some  pride  that  a  1991  Staff  Import  of  the  House  Banking  Committee  found 
that  from  1986  through  mid- 1991  State  member  banks  had  paid  more  insurance 
premiums  than  the  gross  losses  to  the  fiind  from  failures  of  State  member  banks, 
and  concluded  that  banks  supervised  by  the  other  agencies  were  ".  .  .  less  effec- 
tively supervised  than  the  FRB  supervised  banks."  The  report  added  that,  ".  .  .  the 
FRB  demonstrated  the  best  supervisory  performance  by  a  substantial  margin"  in 
the  Southwest,  where  most  losses  occurred. 

This  record  suggests  another  potential  problem  of  a  single  regulator  with  a  nar- 
row focus  on  safety  and  soundness.  As  noted  above,  such  an  agency  has  a  long-term 
bias  toward  excessively  tight  supervision.  But,  it  also  would  be  likely  to  go  through 
phases  that  shift  too  far  in  the  other  direction.  This  could  occur  either  in  response 
to  the  economic  effects  of  its  tight  posture,  a  kind  of  oversteering,  or  in  political  re- 
sponse to  the  natural  desire  of  the  regulated  to  operate  in  the  most  unfettered  way 
possible.  Such  pressures,  as  history  suggests,  are  difficult  to  resist,  especially  by  an 
agency  in  which  the  decisionmakers  are  appointed  with  some  frequency.  Tne  Fed- 
eral Reserve's  successful  record  cited  above  reflects  its  far  more  consistent  super- 
visory policy,  regardless  of  fashions,  fads,  and  cyclical  developments. 
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A  consolidated  single  regulator  would  deprive  our  present  regulatory  structure  of 
what  the  Board  considers  to  be  an  invaluable  restraint  on  any  one  regulator  con- 
ducting an  inflexible,  excessively  rigid  policy.  The  present  structure  provides  banks 
with  a  method  of  shifting  their  regulator,  an  effective  test  that  provides  a  limit  on 
the  arbitrary  position  or  excessively  rigid  posture  of  any  one  regulator.  Clearly,  the 
pressure  of  a  potential  loss  of  institutions  has  inhibited  excessive  regulation  and 
acted  as  a  countervailing  force  to  the  bias  of  a  regulatory  agency  to  overregulate. 

The  dual  banking  system  and  multiple  Federal  regulators  have  facilitated  diver- 
sity, inventiveness,  and  flexibility  in  our  banking  system,  so  important  to  a  market 
economy  subject  to  rapid  change  and  challenge.  The  dual  banking  system  has  also 
provided  a  safety  valve  for  inuexible  Federal  positions.  In  an  understandable  re- 
sponse to  some  excesses  at  the  State  level,  especially  for  thrifts,  the  Congress  in 
FDICIA  called  for  restrictions  on  the  ability  of  the  States  to  provide  expanded  bank 
and  thrift  activities.  But  a  single  Federal  regulator  would — especially  with  the 
FDICIA  provision — effectively  end  the  dual  banking  system:  It  would  become  an 
empty  shell  if  a  State-chartered  entity  had  no  choice  of  Federal  regulator  or  dif- 
ferent asset  powers.  The  dual  banking  system  cannot  survive  consolidation  at  the 
Federal  level.  The  Federal  Reserve  Board  believes  that  would  be  a  serious  loss. 

To  be  sure,  the  existence  of  more  than  one  regulator  raises  the  concern  that,  on 
occasion,  banks  will  shop  for  benign  regulators,  leading  to  the  "competition  in  lax- 
ity" that  Chairman  Bums  warned  about  in  the  1970's.  This  is  a  legitimate  concern. 
However,  the  Federal  Reserve's  record  as  the  most  consistent  regulator — one  that 
focuses  on  the  long-run  economic  consequences  of  its  actions — is  inconsistent  with 
an  agency  that  would  promote  and  encourage  competition  in  laxity;  quite  the  con- 
trary. In  addition,  any  effort  by  either  agency  to  weaken  its  long-run  supervisory 
stance  would  be  mitigated  by  statutory  floors  on  the  level  of  supervision  and  regula- 
tion. Moreover,  because  depository  institutions  perceived  as  lacking  safety  and 
soundness  have  elevated  funding  costs,  tough,  but  reasonable,  supervision  is  often 
considered  an  asset  by  banks  and  thrifts. 

In  addition  to  the  option  a  bank  now  has  to  change  its  regulator  by  changing 
charter  or  Federal  Reserve  membership  status,  another  equally  important  check  and 
balance  would  be  lost  if  the  current  regulatory  structure  were  replaced  by  a  single 
regulator.  Through  the  Federal  Financial  Institutions  Examinations  Council 
(FFIEC),  the  agencies  endeavor  to  adopt  consistent  rules  and  regulations.  That  proc- 
ess of  sharing  points  of  view  and  expertise  has  demonstrably  improved  the  final 
product,  tending  to  eliminate  the  extreme  and  unworkable  positions,  and  assuring 
that  the  Fed's  concerns  about  systemic  and  economic  problems  are  considered.  A 
consolidated  single  regulator  would  not  benefit  from  this  exercise  and  might  well 
tend  to  be  less  receptive  to  modifications  of  a  preliminary,  and  even  more  so,  of  an 
adopted  final  rule.  In  short,  there  is  a  kind  of  built-in  arbitrariness  that  comes  with 
a  single  regulator. 

Some  have  suggested  that  other  parts  of  the  financial  system  have  single  regu- 
lators. The  Board  would  note,  however,  that  neither  the  Securities  and  Exchange 
Commission  (SEC)  nor  the  Commodities  Futures  Trading  Commission  (CFTC)  are 
monolithic  regulators  of  their  industries.  Both  oversee  numerous  self-regulatory  or- 
ganizations, including  the  organised  exchanges,  the  National  Association  of  Securi- 
ties Dealers,  and  the  National  Futures  Association,  that,  in  fact,  do  all  of  the  super- 
vision and  much  of  the  regulation  under  SEC  and  CFTC  oversight.  Indeed,  since 
the  cash  and  derivatives  markets  are  parts  of  one  integrated  financial  market,  that 
market  can  be  thought  of  as  subject  to  two  Federal  regulators — the  SEC  and  the 
CFTC.  In  fact,  most  of  the  position-taking  firms  in  this  market  are  both  registered 
broker/dealers  and  futures  commission  merchants,  and  thus  subject  to  the  rules  and 
regulations  of  both  Federal  regulators. 

An  Alternative  Proposal 

If  a  single  regulator  is  preferred,  the  best  candidate  would  be  the  Federal  Reserve. 
It  is  independent.  It  has  experience  and  expertise.  It  currently  has  a  broader  re^- 
latory  and  supervisory  scope  than  any  of  the  other  banking  agencies.  It  deals  with 
large  banks  and  small,  with  bank  holding  companies,  foreign  banks,  foreign  oper- 
ations of  U.S.  banks,  other  central  banks,  securities  dealers,  and  with  financial  mar- 
kets broadly.  The  Congress  also  has  assigned  it  responsibilities  for  a  broad  array 
of  consumer  protection  regulations.  In  short,  the  Fed  has  responsibilities  for,  and 
experience  and  expertise  in,  a  wide  range  of  financial  institutions  and  markets.  But, 
the  Board  would  strongly  oppose  the  Federal  Reserve  becoming  a  single  regulator, 
ust  as  it  opposes  any  other  agent  of  (government  in  that  role.  While  a  monopoly 
jank  regulatory  agency  could  enforce  uniformity  in  bank  examination  and  regula- 
tion, it  would  do  so  at  great  cost  to  the  broader  efficiency  and  flexibility  of  our  finan- 
cial system,  and  run  the  risk  of  unnecessarily  creating  an  arbitrary  and  capricious 
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Federal  bureaucracy.  Banking  supervision  and  regulation  can  benefit  from  the  vari- 
ety of  viewpoints  and  checks  and  balances  of  a  system  of  more  than  one  Federal 
regulatory  authority — a  structure  that  preserves  real  meaning  for  the  dual  banking 
system.  A  system  in  which  banks  have  choices  and  in  which  regulations  result  from 
the  give  and  take  involving  more  than  one  agency  stands  a  better  chance  of  avoiding 
the  extremes  of  supervision  and  of  finding  a  well-balanced  consistent  policy  over 
time. 

There  are  other  ways,  short  of  the  creation  of  a  single  agency,  to  address  the  prob- 
lems in  the  current  system.  The  crux  of  the  issue  is  duplicative  examinations  of 
banks.  This  problem  could  be  eliminated  by  a  regulatory  system  that  maintained 
two  Federal  regulators,  but  provided  that,  in  general,  only  one  of  those  regulators 
supervised  all  of  the  depository  entities  in  any  banking  organization.  Undoubtedly, 
there  are  several  approaches  that  preserve  choice  ana  retain  a  major  role  for  the 
central  bank.  One  approach  that  the  Board  supports  has  three  parts: 

•  Reduction  of  the  number  of  agencies  with  supervisory  and  regulatory  power  from 
four  to  two — a  Federal  Banking  Commission  and  the  Federal  Reserve. 

•  Elimination  of  duplicative  examinations. 

•  Establishment  of  one  Federal  supervisor  for  all  the  depositoiy  institutions  in  any 
single  banking  organization,  regardless  of  the  charter  class  of  the  individual  enti- 
ties. 

Under  this  approach,  the  OCC  and  OTS  would  be  merged  and  renamed  the  Fed- 
eral Banking  Commission  (FBC).  The  FDIC  would  no  longer  examine  healthy  insti- 
tutions, but  would  ioin  in  the  examination  of  problem  entities.  The  Fed  would,  as 
now,  promulgate  rules  for  the  establishment  of  U.S.  offices  of  foreign  banks  and  for- 
eign offices  of  U.S.  banks.  The  FBC  would  determine  permissible  activities  for  na- 
tional banks  and  Federal  savings  associations.  The  F6C  would  also  be  the  super- 
visor for  (1)  all  independent  national  banks  and  thrifts  and  (2)  all  depository  institu- 
tions in  any  banking  organization  whose  lead  depository  institution  is  a  national 
bank  or  a  thrift.  The  Fed  would  be  the  supervisor  for  (1)  all  independent  State 
banks  and  (2)  all  depository  institutions  in  any  banking  organization  whose  lead  de- 
pository institution  is  a  State-diartered  bank.  The  supervisor  of  depository  institu- 
tions would  examine,  take  enforcement  actions,  establish  operational  rules,  and  act 
on  applications  for  all  the  depository  institutions  under  its  jurisdiction,  regardless 
of  the  banks'  charter  class.  The  statistical  appendix  provides  data  on  the  redistribu- 
tion of  banking  organizations  and  assets  that  would  occur  under  this  alternative. 

The  Board  has  not  yet  adooted  a  position  on  the  supervision  and  regulation  of 
bank  holding  companies  and  their  nonbank  affiliates.  There  are  two  broad  options, 
and  a  strong  case  can  be  made  for  each: 

•  Under  the  first  option,  all  holding  companies  and  their  nonbank  affiUates  could 
remain  under  the  Fed's  jurisdiction,  continuing  to  provide  uniform  rulemaking  for 
competitive  equity  and  a  substantial  role  for  the  Fed  in  shaping  the  financial 
structure,  so  useful  for  stabilization  and  systemic  risk  purposes.  This  option  would 
result  in  two  regulators  for  about  1,650  banking  organizations,  because  the  lead 
bank  has  a  national  charter,  of  which  92  percent  would  be  subject  to  very  light 
Fed  supervision  because  the  latter  entities  have  no  nonbank  activities. 

•  Under  the  second  option,  the  jurisdiction  of  virtually  all  holding  companies  could 
be  split  between  the  Fed  and  the  FBC  on  the  basis  of  the  charter  class  of  the  lead 
bank.  However,  for  systemic  risk  reasons,  jurisdiction  over  those  holding  compa- 
nies and  nonbank  affiliates  of  banking  organizations  that  meet  certain  criteria — 
such  as  size  and  payments  and  foreign  activity — would  be  retained  by  the  Fed, 
even  if  the  lead  bank  of  the  organization  had  a  national  charter.  Under  this  vari- 
ant, only  about  25  to  30  organizations  with  lead  national  banks  would  have  two 
supervisors,  depending  on  the  criteria  established.  All  other  organizations  would 
have  only  one  supervisor/regulator  for  the  entire  organization. 

A  variant  of  the  second  option  might  retain  Fed  authority  over  permissible  activi- 
ties of  all  holding  companies,  in  order  to  retain  some  of  the  benefits  of  option  one. 
All  other  authority  over  holding  companies  under  the  second  option  would  be  exer- 
cised by  the  regulator  of  the  lead  bank  except  for  the  25  or  30  large  organizations 
with  national  lead  banks.  Under  either  option,  the  number  of  banking  organizations 
subject  to  multiple  regulators  would  drop  sharply. 

Whatever  option  may  be  adopted  for  holding  companies,  under  the  proposal,  the 
Fed  would  retain  supervision  and  regulation  of  (1)  all  foreign  banks  that  operate 
a  bank,  branch,  agency,  or  commercial  lending  afliliate  in  the  United  States,  and 
(2)  all  U.S.  nonbanking  operations  of  these  foreign  banks.  As  with  domestic  bank 
holding  companies,  all  U.S.  banks,  branches,  and  agencies  of  foreign  banks  would 
be  supervised  and  regulated  according  to  the  charter  of  the  largest  depository  oper- 
ation. Of  the  almost  300  foreign  banking  organizations  operating  a  banking  business 
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in  the  United  States,  most  engage  in  banking  through  State-chartered  entities  and 
thus  would  have  only  one  U.S.  supervisor  (the  Fed)  Tor  its  entire  operation.  Almost 
60,  however,  would  have  their  U.S.  banking  operations  supervised  by  the  FBC  be- 
cause their  principal  banking  operation  is  conducted  through  a  federally-chartered 
entity  or  entities. 

The  criteria  used  by  the  Board  in  developing  its  alternative  approach  are:  (1)  to 
avoid  a  single  monolithic  Federal  regulator*  (2)  to  assure  that  banks  have  a  choice 
of  regulator,  (3)  to  reduce  or  eliminate  overlap  and  duplication;  and  (4)  to  maintain 
a  hands-on  role  in  banking  supervision  for  the  Federal  Reserve.  As  discussed  ear- 
lier, the  Board  believes  that  the  Fed  needs  a  presence  sufficient  to  be  able  to  meet 
its  responsibilities  for  preventing  crises  and  managing  those  that  it  cannot  prevent. 
That  requires  knowledge  from  troad  based,  hands-on  supervision  and  regulation 
and  the  ability  to  affect  events — that  is,  to  have  authority. 

The  Board  also  believes  it  needs  a  window  into  banks  of  all  sizes  and  in  all  geo- 
graphic regions.  This  is  a  large  country  with  diverse  sets  of  banks  to  service  the 
complex  structure  of  our  economy.  Each  set  responds  in  a  different  way  to  economic 
developments;  each  set  provides  somewhat  difterent  information  about  the  nature 
of  its  region  or  its  customer  base.  A  cross-section  of  banks  of  all  sizes  and  locations 
provides  important  intelligence  to  the  central  bank  about  evolving  economic  trends 
and  responses  to  shocks  and  policy  changes.  The  global  nature  of  our  financial  mar- 
kets means  that  internationally  active  banking  organizations  are  of  particular  im- 
portance to  the  central  bank.  Internationally  active  banks  almost  by  definition  cre- 
ate the  potential  for  systemic  risk.  Disruptions  or  difficulties  at  one  of  these  institu- 
tions could  well  have  a  significant  impact  on  a  wide  range  of  other  financial  institu- 
tions, both  domestic  and  international,  and  through  them  on  the  U.S.  economy.  This 
potential  for  systemic  risk  arises  from  the  nature  of  internationally  active  banks: 
They  are  generally  large  and  have  subsidiaries  or  branches  overseas;  the  U.S. 
branches  of  foreign  banks,  for  example,  are  major  participants  in  U.S.  financial  mar- 
kets. The  banks  and  their  branches  fund  themselves  actively  in  international  money 
markets,  where  creditors  are  relatively  quick  to  restrict  funding  to  banks  thought 
to  be  in  trouble,  and  where  the  problems  of  one  bank  can  easily  affect  funding  to 
other  banks  from  the  same  country.  They  are  almost  universally  used  by  their  cus- 
tomers and  by  other  banks  for  clearing  and  settlement  purposes,  so  that  they  are 
substantial  participants  in  the  payrnent  system. 

In  order  to  meet  its  responsioilities,  the  Board  believes  that  it  must  have  an  im- 
portant role  in  the  interface  between  banks  ^nd  the  financial  system,  a  role  that 
gives  it  information  and  influence  backed  up  by  enforcement  authority.  The  Board 
thus  proposes  that  it  should  continue  to  promulgate  rules  for  the  establishment  of 
all  U.S.  offices  of  foreign  banks  and  foreign  offices  of  U.S.  banks  and  supervise  and 
regulate  the  holding  companies  and  nonbank  affiliates  of  all  foreign  banks;  super- 
vise and  regulate  either  all  holding  companies  and  their  nonbank  affiliates  or  at 
least  those  whose  lead  subsidiary  bank  is  State-chartered  plus  those  of  a  small  num- 
ber of  large  and  financially  active  banking  organizations  whose  lead  banks  have  a 
national  charter;  and  supervise  and  regulate  State  member  banks  and,  if  the  lead 
bank  in  a  holding  company  is  a  State  member,  all  their  depository  affiliates.  The 
proposal  also  calls  for  tne  Fed  to  supervise  and  regulate  State  nonmembers  and,  if 
the  lead  bank  in  a  holding  company  is  a  State  nonmember,  all  their  depository  affili- 
ates, with  these  banks  being  a  significant  addition  to  its  regulatory  load.  Tliis  ex- 
pansion of  the  Fed's  supervisory  functions  results  solely  from  the  view  that  in  a  two 
agency  structure  it  is  desirable  that  there  should  be  a  clear  delineation  of  super- 
vision and  regulation  responsibility  by  charter  class  in  order  to  preserve  the  dual 
banking  system.  The  Board  makes  no  case  that  responsibility  for  such  banks — that 
account  for  almost  one-quarter  of  bank  assets — is  needed  for  financial  stability  and 
monetary  policy  purposes.  However,  some  critical  mass  of  banks  of  various  sizes  and 
locations  is  required  if  the  Fed  is  to  perform  its  functions  effectively. 

In  sum,  this  proposal  would  achieve  essentially  aU  of  the  benefits  of  one  consoli- 
dated regulator  while  incurring  virtually  none  of  its  risks.  It  eliminates  duplicate 
supervision  at  aU  depository  institutions,  and  greatly  reduces  overlapping  regula- 
tion. It  provides  for  one  supervisor  for  all  depository  institutions  in  any  banking  or- 
fanization — even  though  there  are  two  supervising  agencies.  It  maintains  the  dual 
anking  system  by  providing  for  a  separate  Federal  supervisor  for  State  banks  and 
permits  any  bank  to  change  Federal  regulator  by  changing  charter,  thus  ensuring 
a  set  of  checks  and  balances  on  the  arbitrariness  of  a  single  regulator.  It  maintains 
the  healthy  process  of  dynamic  tension  in  bank  rulemaking.  It  maintains  the  prac- 
tical knowledge  and  skill,  and  the  influence  and  authority,  of  the  central  bank,  so 
critical  for  crisis  prevention,  crisis  management,  and  monetary  policy,  as  well  as  the 
valuable  perspective  the  central  bank  brings  to  supervision.  In  short,  the  proposal 
would  avoid  an  inflexible,  single  regulator,  preserve  the  dual  banking  system,  as- 
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sure  that  an  economic  perspective  is  brought  to  supervision  and  regulation,  and 
maintain  a  strong  central  bank. 

Statistical  Appendix:  The  Current  and  an  Alternative  Supervisory 
Structure  of  Banking  Organizations  in  the  United  States 

Table  1  displays  the  current  organizational  structure  of  the  11,000  commercial 
banks  in  the  United  States.  Only  about  3,000  of  the  commercial  banks — somewhat 
over  one-fourth — are  independent,  i.e.,  are  not  owned  by  a  bank  holding  company 
(BHC).  About  one-third  of  the  banks  are  subsidiaries  of  one-bank  HC's  that  nave 
no  nondepository  assets,  i.e.,  BHC's  that  have  no  subsidiary  other  than  that  one 
bank.  These  "shell"  HC's  use  the  HC  form  mainly  for  tax  and  funding  purposes.  As 
can  be  seen  in  rows  2  and  4,  the  independents  and  one-bank  HC's  tend  to  be  rel- 
atively small,  accounting  between  them  for  over  two-thirds  of  the  banks,  but  only 
one-fourth  of  aggregate  commercial  bank  assets. 

Almost  three-fourths  of  the  bank  assets  are  held  by  almost  500  multibank  HC's 
(MBHC's)  that  own  more  than  one  bank  and  also  own  nondepository  subsidiaries. 
About  340  MBHC  organizations  do  not  have  any  nondepository  afliUates  and  hence 
their  HC's  are  "shells  ;  these  banks  hold  about  2  percent  of  bank  assets. 

As  shown  in  the  last  two  rows  of  table  1,  most  of  the  BHC's — about  two-thirds — 
are  shell  one-bank  HC's.  As  noted,  the  relatively  small  number  of  non-shell  MBHC's 
(next-to-the-last  column)  account  for  the  largest  volume  of  bank  assets.  The  holdings 
of  nondepository  assets  by  BHC's  (not  shown  in  the  table)  are  also  quite  con- 
centrated. Two-thirds  of  the  nondepository  assets  of  BHC's  are  held  by  10  MBHC's; 
80  percent  by  the  top  20;  88  percent  by  the  top  100.  About  1,000  one-bank  HC's 
and  MBHC's  own  the  $237  billion  of  nondepository  assets  of  BHC's. 

Tables  2  and  3  provide  more  detail  on  commercial  banks  and  BHC's,  by  focusing 
on  the  charter  class  of  the  commercial  bank  and  thrift  subsidiaries,  cross-classified 
(in  the  case  of  commercial  banks)  by  the  charter  class  of  the  lead  (largest)  bank. 
For  example,  as  shown  in  the  last  two  columns  of  table  2,  the  301  MBHUs  in  which 
the  lead  bank  is  a  national  bank  have  1,304  affiliated  banks,  684  of  which  also  have 
national  charters  and  620  of  which  have  State  charters;  536  of  the  latter  banks  are 
not  members  of  the  Federal  Reserve  and  84  are.  As  shown  in  the  lower  panel,  these 
301  MBHC's  (there  is  only  one  lead  per  organization)  own  44  thrift  affiliates.  'Table 
3  indicates  that  the  301  MBHC's  witn  national  lead  banks  have  $1.8  trillion  of  bank 
assets  ($1,092  billion  plus  $663  billion),  or  almost  half  of  the  $3.6  trillion  of  bank 
assets  shown  in  the  first  column  of  that  table.  These  MBHC's  have  thrift  assets  of 
$39  billion. 

The  Federal  regulation  of  each  corporate  component  of  a  banking  organization  is 
determined  under  current  law  by  the  charter  class  of  that  component,  as  shown  in 
table  4.^  Excluding  the  SEC,  there  are  four  Federal  regulators  of  depository  institu- 
tions (excluding  credit  unions):  the  Office  of  the  Comptroller  of  the  Currency  (OCC); 
the  Federal  Reserve  (FR);  the  Federal  Deposit  Insurance  Corporation  (FDIC),  and 
the  OfTice  of  Thrift  Supervision  (OTS).  For  commercial  banks  alone,  the  memo  col- 
umns at  the  far  right  of  table  4  indicate  that  the  FDIC  currently  regulates  the  larg* 
est  number  of  banks,  the  OCC  the  largest  proportion  of  bank  assets,  and  the  Fn 
the  smallest  proportion  of  banks  and  bank  assets.  However,  the  FR  regulates  and 
supervises  all  BHC's  shown  in  table  1  and  most  foreign  banking  operations  in  the 
United  States,  shown  in  table  5.  All  of  the  international  operations  shown  in  the 
first  panel  of  table  5  are  included  in  tables  1  through  3;  they  are  consolidated  into 
the  U.S.  banking  statistics.  The  middle  panel  contains  data  on  U.S.  branches  and 
agencies  of  foreign  banks  not  included  in  the  consolidated  worldwide  assets  of  U.S. 
banks.  Currently,  the  FR  supervises  the  vast  majority  of  the  number  and  assets  of 
such  entities.  Even  though  significant  international  banking  operations  in  forms 
other  than  U.S.  branches  and  agencies  of  foreign  banks  are  currently  supervised  by 
other  agencies,  the  Congress  has  directed  the  Federal  Reserve  to  determine  the 
rules  for  the  establishment  of  U.S.  bank  operations  abroad,  all  the  rules  for  Edge 
Corporations,  and — in  FDICIA — recjuired  the  Federal  Reserve  to  approve  all  entry 
of  foreign  banking  operations  into  the  United  States. 

The  existing  regulatory  structure  means  that  a  banking  organization  is  now  sub- 
ject to  one  Federal  banking  supervisor  only  if  it  is  (1)  a  single  independent  entity 
with  no  holding  company;  or  (2)  a  BHC  in  which  all  the  subsidiary  banks  are  State- 
chartered  menibers  of  the  FR;  or  (3)  a  thrift  HC  with  only  thrift  subsidiaries  other 
than  cooperative  or  industrial  banks.  A  MBHC  organization  (whose  parent  is  regu- 
lated by  the  FR)  could  be  subject  to  four  Federal  regulators  if  the  MBHC  had  na- 
tional bank  (OCC),  State  nonmember  bank  (FDIC),  and  thrift  (OTS)  subsidiaries. 


'State-chartered  entities  are  also  r^ulated  and  supervised  by  the  State  granting  the  charter. 
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While  each  component  of  a  HC  is  subject  to  only  one  regulator,  table  6  shows  one 
measure  of  the  degree  of  multiple  regulation  of  banking  and  thrift  organizations. 
The  first  two  columns  of  the  table  reproduce  the  statistics  used  by  the  Treasury  in 
November  1993,  which  show  that  42  percent  of  U.S.  depository  institutions  have  one 
regulator,  about  the  same  proportion  have  two  regulators,  and  15  percent  have 
three  or  four  regulators.  These  data  overstate  the  problem  for  the  4,200  shell  one- 
bank  HC's,  which  are  included  with  those  having  two  regulators:  (1)  the  FR  was 
apparently  counted  in  error  by  the  Treasury  as  the  second  regulator  for  the  359 
BHC's  with  only  State  member  subsidiaries;  and  (2)  the  FR  on-site  supervision  of 
shell  parents  is  far  short  of  an  examination.  Since  for  shell  HC's  the  bank  subsidi- 
ary is  the  only  entity  of  strong  regulatory  concern,  most  of  these  HC  parents  are 
inspected  on-site  only  once  every  lew  years,  with  some  companies  going  5  to  10 
years  between  inspections,  depending  on  their  previous  rating,  asset  size,  and  vol- 
ume of  outstanding  debt  to  tne  public.  These  inspections  are  also  typically  quite 
brief,  requiring  one  or  two  individuals  for  1  or  2  days  on-site. 

The  last  two  columns  of  table  6  adjust  the  Treasury  data  by  excluding  the  FR  as 
a  regulator  for  shell  HC's  and  also  by  adjusting  for  minor  definitional  differences. 
These  modifications  suggest  that,  in  fact,  three-fourths  of  depository  organizations — 
with  37.5  p>ercent  of  aggregate  depository  institution  assets — are  effectively  subject 
to  only  one  regulator.  While  these  adjustments  may  understate  the  overlap,  to  the 
extent  of  the  minimal  inspection  time  of  shell  HC's,  the  resultant  statistics  more  ac- 
curately reflect  the  effective  level  of  multiple  regulation  than  do  the  Treasury  data. 
Even  these  adjustments,  however,  do  not  change  the  fact  that  more  than  15  percent 
of  organizations,  with  over  45  percent  of  aggregate  depository  assets,  are  subject  to 
three  or  more  regulators. 

To  address  this  problem,  the  Federal  Reserve's  alternative  would  sharply  reduce 
multiple  supervision  and  produce  one  supervisor  for  all  the  depository  institutions 
in  any  banking  organization,  while  reducing  the  number  of  regulators  from  four  to 
two  and  keeping  the  FR  active  in  supervision.  The  rest  of  this  appendix  is  a  statis- 
tical summary  of  regulatory  coverage  under  that  approach — which  is  offered  as  an 
example  of  an  option  that  meets  the  Federal  Reserve's  principles. 

Two  agencies — the  FR  and  the  Federal  Banking  Commission  (FBC) — would  divide 
between  them  the  supervision  (examining,  enforcing,  establishing  operational  rules, 
and  considering  applications)  for  all  depository  entities.  The  jurisdiction  of  each 
agency  would  be  determined  by  the  charter  class  of  the  lead  conunercial  bank:  The 
FBC  would  supervise  (1)  independent  national  banks  and  thrifts,  and  (2)  all  bank 
and  thrift  affiliates  (regardless  of  charter)  of  organizations  with  lead  national  banks; 
the  FR  would  supervise  (1)  independent  State  banks  and  (2)  all  bank  and  thrift  af- 
filiates (regardless  of  charter)  of  organizations  with  lead  State  banks.  The  FR  would 
also  supervise  U.S.  banks,  branches,  and  agencies  of  those  individual  foreign  banks 
in  which  the  dominant  volume  of  assets  was  at  State-chartered  entities,  and  the 
FBC  would  supervise  all  U.S.  banks,  branches,  and  agencies  of  those  individual  for- 
eign banks  in  which  the  largest  share  of  assets  was  held  at  federally-chartered  enti- 
ties (see  memo  to  table  5). 

If  the  Fed  retained  supervision  and  regulation  of  all  holding  companies,  about 
1,650  banking  organizations — the  about  1,350  national  one-bank  bank  holding  com- 
panies and  the  about  300  multibank  holding  companies  whose  lead  bank  has  a  na- 
tional charter — would  have  two  regulators:  tne  Fed  for  the  1,650  holding  companies 
and  the  FBC  for  the  almost  3,000  bank  subsidiaries.  However,  92  percent  of^  these 
holding  companies  are  "shells"  and,  hence,  subject  to  only  minimal  supervision  by 
the  Federal  Reserve.  If  the  supervision  and  regulation  of  holding  companies  were 
split  between  the  Fed  and  the  FBC  on  the  basis  of  the  charter  class  of  the  lead 
bank,  with  the  Fed  also  retaining  authority  over  the  holding  companies  of  certain 
large  and  active  national  bank  holding  companies,  only  the  latter  banking  organiza- 
tion would  be  subject  to  dual  supervision  and  regulation.  The  number  of  organiza- 
tions subject  to  dual  supervision  would  vary  between  25  and  30  depending  on  the 
criteria  used.  Under  either  approach,  the  number  of  banking  organizations  subject 
to  more  than  one  regulator  would  be  reduced  sharply  and  none  would  have  more 
than  two. 

Table  7  provides  more  detail  on  the  commercial  banks  that  would  be  regulated 
by  the  FB(J  either  because  the  bank  was  (1)  an  independent  national  bank,  or  (2) 
a  national  bank  subsidiary  of  a  one-bank  HC,  or  (3)  in  a  MBHC  in  which  the  lead 
bank  was  a  national  bank.^  Of  the  3,745  banks  that  would  be  supervised  by  the 
FBC,  620  are  State-chartered  bank  affiliates  of  MBHC's  in  which  the  lead  is  a  na- 
tional bank — 536  State  nonmembers  and  84  State  members.  The  banks  that  would 


*The  FBC  would  also  supervise  43  thrifls  that  were  affiliatee  of  banks  under  their  jurisdic- 
tion— in  addition  to  the  thrifts  that  are  independent  or  in  thrift  HC's. 
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be  supervised  by  the  FBC  accounted  for  more  than  one-third  of  all  insured  commer- 
cial banks  and  57.5  percent  of  all  bank  assets  as  of  September  30,  1993. 

Table  8  provides  similar  data  for  the  commercicU  banks  that  would  be  supervised 
by  the  FR  either  because  the  bank  was  (1)  an  independent  State  bank,  or  (2)  a  State 
bank  subsidiary  of  a  one-bank  BHC,  or  (3)  in  a  MBHC  in  which  the  lead  bank  was 
a  State  member  or  nonmember  bank.^  Of  the  almost  7,300  banks  that  would  be  su- 
pervised by  the  FR,  261  are  national  banks  (117  in  MBHC's  in  which  the  lead  is 
a  State  member  and  144  in  MBHC's  in  which  the  lead  is  a  State  nonmember).  The 
banks  that  would  be  supervised  by  the  FR  accounted  for  two-thirds  of  all  insured 
commercial  banks  and  42.5  percent  of  all  bank  assets  as  of  September  30,  1993. 

About  85  percent  of  the  banks  that  would  be  subject  to  FR  supervision  under  the 
alternative  proposal  are  allocated  to  the  Fed  because  the  Fed  would  be  responsible 
for  State  nonmembers — State  nonmember  independents.  State  nonmembers  in  one- 
bank  HC's,  and  all  banks  in  MBHC's  where  the  lead  bank  is  a  State  nonmember. 
As  shown  in  table  9 — which  summarizes  the  allocation  of  supervisory  authority  over 
all  entities  under  the  Fed  alternative — only  10  percent  oi  the  universe  of  banks 
(with  less  than  one-fourth  of  all  U.S.  bank  assets)  are  at  independent  State  mem- 
bers, State  member  one-bank  HC's,  or  are  banks  in  MBHC's  in  which  a  State  mem- 
ber is  the  lead  bank  (see  "State  Member  Lead"  column,  "Total  Commercial  Banks'* 
row).  The  alternative  proposal  allocates  all  State  banks  to  the  Fed,  rather  than  just 
member  banks,  because  of  the  desirability  of  defining  clearly  Federal  supervisory  re- 
sponsibility by  charter  class  to  preserve  the  dual  banking  system.  The  Fed,  as  noted 
in  the  text,  makes  no  claim  that  nonmember  banks  are  needed  for  stabilization  or 
crisis  management  purposes.  As  a  supplement  to  the  large  and  financially  active 
BHC's,  the  current  Fed  supervision  of  State  member  banks — large  and  small — pro- 
vide a  sufficient  knowledge  base  for  Fed  policy  purposes. 


^The  FR  would  also  supervise  102  thrift  aOiliates  of  HC's  in  which  the  lead  bank  is  State- 
chartered. 
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Table  1 

Organizational  Structure 

of 

Federally  Insured  Commercial  Banks 

(As  of  September  30, 1993) 


Structure 

One  Bank 
Holding  Company 

Multibank  Holding 
Company 

Entity  Types 

Independent 
(No  HC) 

Shell  ' 

Other 

Shell  1 

Other 

Total 

Commercial  Banks 

- 

Number 

2.980 

3,618 

1.012 

865 

2.530 

11.005 

Percent 

27.1 

32.9 

9.2 

7.9 

23.0 

100.0 

Commercial  Bank  Assets  - 

Level  (billions  of  dollars) 

297 

270 

359 

69 

2.626 

3.621 

Percent 

8.2 

7.5 

9.9 

1.9 

72.5 

100.0 

Bank  Holding  Companies 

Number  ' 

J^^^^^X 

3.619 

66.2 

1.011 
18.5 

341 
6.2 

494 

9.0 

5.465 

Percent 

^^^M 

100.0 

NOTE:  May  not  add  to  100.0%  due  to  rounding. 

1.  A  shell  HC  owns  no  nondeposiiory  assets. 

2.  Consolidated  worldwide  assets.  Excludes  U.S.  branches  and  agencies  of  foreign  banks.  Includes  U.S.  bank  subsidiaries 
of  foreign  banks  (which  are  treated  just  like  any  other  U.S.  bank):  foreign  branches,  agencies,  and  subsidiaries  of  U.S. 
banks:  and  Edge  subsidiaries  of  U.S.  banks. 

3.  HCs  measured  as  "top  tier"  and  excludes  632  intermediate  HCs  thai  are  subsidiaries  of  other  HCs. 
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Table  4 

Federal  Regulator 

of 

Corporate  Components  of  U.S.  Banking  Organizations 


Memo:  Percent  of  aggre- 

_ 

Regulator 

gate  commercial  banks 

Entity 

Number 

Assets 

Nauonal  Banks 

OCC 

30.8 

56.9 

State  Banks 

Members 

FR 

8.8 

19.6 

Nonmembers 

FDIC 

60.4 

23..S 

Savings  Banks 

OTS/FDIC/FR 

Savings  and  Loan  Associations 

OTS 

Cooperative  Banks 

FDIC/FR 

Industrial  Banks 

FDIC  (if  insured) 

Section  20  Affiliates 

SEC/FR 

BHCs 

FR 

Thrift  HCs 

OTS 

Memo:  Foreign  Uperations 

■■'M 

Edge  Corporations 

FR 

U.S.  Offices  of  Foreign  Banks 

State  Chaner 

FR 

National  Chaner 

OCC/FR  (residual) 

Representative  Offices  of  Foreign  Banks 

FR 

A-ll 
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Table  5 

Foreign  Bank  Operations  in  the  United  States 

and 

U.S.  Bank  Operations  Abroad 

(As  of  September  30, 1993) 


% 

Supervised  By 

ENIIIY 

FDIC 

OCC 

FR 

TOTAL 

Included  in  U.S.  Consolidated  Worldwide  Assets 

U^.  Bank  Subsidiaries  of  Foreign  Banks 

Number 

61 

25 

8 

94 

Assets  (biilioQS  of  dollars) 

74.1 

67J 

20.4 

162.0 

Edge  Subsidiaries  of  U.S.  Banks 

70 

Number  ' 

^^B 

70 

Assets  (billions  of  dollars)  ^ 

^^^^^^ 

Sill 

115.4 

115.4 

Foreign  Branches  and  Agencies  of  VS.  Banks 

Number 

37 

261 

93 

391 

Assets  (billions  of  dollars)  ^ 

11.6. 

141.6 

77.9 

231.0 

Foreign  Bank  Subsidiaries  of  U.S.  Banks 

Number 

1 

5 

20 

26 

Assets  (billions  of  dollars)  ^ 

0.1 

1.3 

22.1 

23.5 

Excluded  from  U.S.  Consolidated  Worldwide  Assets 

VS.  Branches  and  Agencies  of  Foreign  Banks 

Number 

34 

71 

464 

569 

U.S.  Assets  (billions  of  dollars) 

7.4 

44.3 

632.2 

683.9 

Supervised  By 

TOTAL 

MEMO: 

FBC 

FR 

■  t    f^      w^                    i                           a      a                      *                ^  v^                             w\            1 

t>J!fej|si^fiSis 

MS.  Branches  and  Agencies  of  Foreign  Banks 
Calculated  as  in  Alternate  Proposal  * 

Number 

^P^M       85 

484 

569 

U^.  Assets  (bUlions  of  dollars) 

^^^3    S2.3 

631.6 

683.9 

1.  Represents  the  number  of  Edge  corporations  that  are  (1)  engaged  in  banking  and  owned  by  U.S.  banks:  and.  (2) 
engaged  in  investment  activities  through  the  majority  ownership  of  foreign  subsidiaries.  (Number  of  Edges  owning 
foreign  subsidiaries  is  as  of  12/31/92.) 

2.  Represents  ( 1 )  aggregate  claims  on  non-affiliates  of  Edge  corporations  engaged  in  bcaiking  and  directly  owned  by  a 
U.S.  bank  and  (2)  aggregate  claims  on  non-related  organizauons  of  foreign  subsidianes  of  Edge  corporaDons. 
(Foreign  subsidianes  of  Edge  corporations  are  as  of  12/31/92.) 

3.  Represents  claims  on  non-relaied  organizations  as  of  12/3 1^2. 

4.  Agency  that  supervises  the  largest  share  of  the  assets  of  the  U.S.  branches,  agencies  or  banks  of  an  individual  foreign 
bank  would  supervise  all  of  such  offices  of  that  bank. 

A-12 
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Table  6 

Number  of  Federal  Regulators 

for 

Consolidated  U^.  Depository  Organizations  ' 


Originally  Reported  by 
UJS.  Treasury  2 

Adjusted  to  Exclude 
Shell  BHCs  ^ 

Percent  of 

Percent  of 

Number  of 
Regulators 

Institutions 

Aggregate- 
Depository 
Assets 

Institutions 

Aggregate- 
Depository 
Assets 

1 
2 
3 
4 

42.0 

43.0* 

13.0 

2.0 

27.0 
26.0* 

27.0 
20.0 

74.1 

10.4 

12.6 

2.9 

37.5 
17.1 
23.9 
21.5 

1.  An  organization  is  an  independent  commercial,  savings,  cooperative,  or  industrial  bank;  an  independent 
savings  and  loan  as.<;ociation:  or  a  "family"  of  banks  and/or  thrifts  and  their  HC. 

2.  As  reported  in  "Consolidating  the  Federal  Bank  Regulatory  Agencies."  U.S.  Treasury.  November  23,  1993. 

3.  A  BHC  with  no  non-depository  subsidiaries.  Minor  adjustments  for  other  derinitional  reasons. 

4.  Apparently  includes  in  error  359  BHCs  with  only  member  bank  subs,  raising  the  insitutional  coverage  by  2.6 
percentage  points  and  the  assets  by  1.3  percentage  points. 
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Table  7 
Alternative  Proposal 

Commercial  Banks  that  Would  be  Supervised  by  the 
Federal  Banking  Commission 

(As  of  September  30, 1993) 


Number 

of 
Banks 

Assets 

(billions  of 

dollars) 

Percent  of  Total  Insured 
Commercial  Banks 

Entity 

Number 

of 
Banks 

Assets 

NationaJ  Banks  not  in  BHCs 

786 

60 

7.1 

1.7 

NauonaJ  Banks  in  one  bank  BHC 

1.354 

266 

12.3 

7.3 

NauonaJ  Bank  is  Ijsiul  in  MBHC 

National  Bank  Lead 

301 

1.092 

2.7 

30.2 

Affiliated  Banks 

Slate  Nonmember 

536 

119 

4.9 

3.3 

State  Member 

84 

44 

0.8 

1.2 

National 

684 

500 

6.2 

13.8 

Total 

1.605 

1.755 

14.6 

48.5 

TOTAL 

3.745 

2.081 

34.0 

57.5 

A-14 
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Table  8 
Alternative  Proposal 

Commercial  Banks  that  Would  be  Supervised  by  the 
Federal  Reserve 

*  (As  of  September  30, 1993) 


Number 

of 

Banks 

As.sets 

(billions  of 

dollars) 

Percent  of  Total  Insured 
Commercial  Banks 

Entity 

Number 

of 
Banks 

Assets 

Not  in  BHC 

Slate  Member 

283 

34 

2.6 

0.9 

State  Nonmember 

L911 

203 

17.4 

5.6 

ToiaJ 

2,194 

237 

20.0 

6.5 

Id  One  Bank  BHC 

State  Member 

362 

81 

3.3 

2.2 

State  Nonmember 

2.914 

282 

26.5 

7.8 

ToiaJ 

3;:76 

363 

29.8 

10.0 

Stale  Nonmember  is  Lead  in  MBHC 

State  Nonmember  Lead 

448 

137 

4.1 

3.8 

Affiliated  Banks 

State  Nonmember 

695 

64 

6.3 

1.8 

State  Members 

44 

2 

0.4 

* 

National 

144 

16 

1.3 

0.4 

Total 

1J31 

219 

12.1 

6.0 

Sute  Member  is  Lead  in  MBHC 

State  Member  Lead 

86 

513 

0.8 

14.2 

Affiliated  Banks 

State  Nonmember 

145 

46 

1.3 

1.3 

Slate  Member 

111 

36 

1.0 

1.0 

National 

117 

126 

l.I 

3.5 

Total 

459 

721  . 

4.2 

20.0 

TOTAL 

1260 

1.540 

66.0 

42.5 

A-15 
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Table  9 
Alternative  Proposal 

Summary  of  Coverage  of  Examination,  Enforcement,  and 
Applications  by  Agency 

*  (As  of  September  30, 1993) 


Entity 

FBC 

(National 
Bank 
Lead) 

FR 

Total 

State 
Non- 
member 
Lead 

Sute 

Member 

Lead 

(Perceni  Distribution  of  Number) 

National  Banks 

92.3 

4.3 

3.5 

100.0 

Stale  Nonmember  Banks 

8.1 

89.8 

2.2 

100.0 

State  Member  Banks 

8.7 

4.5 

86.8 

100.0 

Total  Cotnmercial  Banks 

34.0 

55.9 

10.0 

100.0 

Thrifts    (includes  Industrial  and  Cooperative 
Banks) 

98.7 

1.0 

0.3 

100.0 

(Percent  Distributioo  of  Assets) 

National  Banks 

93.1 

0.8 

6.1 

100.0 

State  Nonmember  Banks 

14.0 

80.6 

5.4 

100.0 

State  Member  Banks 

6.2 

0.3 

93.5 

100.0 

Total  Commercial  Banks 

57.5 

19.4 

23.1 

100.0 

Thrifts    (includes  Industrial  and  Cooperative 
Banks) 

99.3 

0.1 

0.6 

1 00.0 

A-16 
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PREPARED  TESTIMONY  OF  EUGENE  A.  LUDWIG 

Comptroller  of  the  Currency,  Washington,  DC 

Summary 

We  face  a  serious  governmental  and  national  problem  that  cries  out  for  a  prompt 
solution.  Our  system  of  multiple  Federal  supervisors  for  banks  and  thrifts  failed  us 
when  we  most  needed  it,  as  evidenced  by  the  massive  wave  of  bank  and  thrift  fail- 
ures in  the  1980's  and  the  ensuing  credit  crunch  that  contributed  to  the  severity 
of  the  last  recession.  The  cost  to  the  American  economy  runs  in  the  tens  of  bUUons 
of  dollars.  When  put  to  another  test,  I  fear  that  our  supervisory  system  might  well 
fail  us  again,  at  possibly  an  even  greater  cost. 

We  can  better  see  why  our  supervisory  system  failed  us  by  taking  a  closer  look 
at  how  it  threatens  the  long-run  viability  of  banks  and  thrifts.  Multiple  supervisors 
have  saddled  those  institutions  with  reporting  and  regulatory  requirements  that 
have  been  needlessly  late  and  confusingly  different  and  with  supervisory  require- 
ments that  are  needlessly  duplicative.  Despite  that  duplication,  we  do  not  examine 
banks  and  thrifts  as  integral  parts  of  the  basic  holding  company  that  owns  them. 
Consequently,  there  is  always  the  danger  in  holding  companies  of  a  supervisory 
issue  falling  between  the  cracks. 

The  current  supervisory  structure  also  permits  supervisors  to  avoid  accountability 
for  their  actions.  As  matters  now  stand,  it  is  never  entirely  clear  which  agency  is 
responsible  for  problems  created  by  a  faulty,  or  overly  burdensome,  or  late  regula- 
tion. That  means  that  the  Congress,  the  public,  and  depository  institutions  them- 
selves can  never  be  certain  which  agency  to  contact  to  address  problems  created  by 
a  particular  regulation. 

These  are  not  just  my  concerns.  Over  the  years,  many  have  tried  to  warn  us  about 
these  flaws.  Study  after  study,  by  the  Congress,  by  a  variety  of  Administrations  of 
both  parties,  and  by  a  series  of  independent  commissions,  have  documented  them. 
A  large  number  of  Senators,  Representatives,  and  Federal  supervisors  clearly  be- 
lieve that  structural  flaws  in  our  supervisory  system  severely  threaten  effective  su- 
pervision. This  is  not  a  partisan  issue. 

While  some  of  my  colleagues  in  the  supervisory  conmiunity  have  other  views,  I 
believe  the  best  way  to  secure  these  benefits  is  to  follow  the  approach  in  the  Senate, 
House,  and  Administration  bills — combine  all  Federal  supervisory  authority  over 
banks  and  thrifts  in  a  single,  independent  Federal  agency. 

With  a  single  Federal  supervisor — a  Federal  Banking  Commission  (FBC) — we  wUl 
have: 

•  accountability; 

•  a  more  efilcient  decisionmaking  process;  and 

•  more  consistent  supervision. 

The  reform  proposals  we  are  discussing  today  will  also  preserve  and  enhance  both 
the  dual  banking  system  and  the  strength  and  independence  of  the  FDIC  and  the 
Federal  Reserve. 

Under  the  single.  Federal  supervisor  envisioned  by  the  Administration,  State  su- 
pervisors would  retain  the  rights  and  authorities  they  have  today  and  remain  the 
primary  supervisor  of  the  banks  that  they  charter,  hi  qualifying  States,  the  FBC 
would  not  duplicate  examinations  of  small,  well-run  institutions  conducted  by  State 
authorities. 

The  FDIC  would  continue  to  be  the  Federal  insurer  of  bank  and  thrift  deposits 
and  the  receiver  and  liquidator  of  failed  depositories;  it  would  retain  its  "backup" 
enforcement  authority,  and  it  would  have  full  access  to  all  supervisory  information 
at  the  disposal  of  the  FBC. 

The  Federal  Reserve  would  be  able  to  meet  fially  all  of  its  core  functions.  As  a 
member  of  the  FBC,  it  would  have  speedy  access  to  all  the  supervisory  information 
it  needs,  and  it  could  participate  in  examinations  conducted  by  the  FBC  of  the  larg- 
est banking  organizations  and  a  cross-section  of  small.  State-chartered  banks. 

Introduction 

Mr.  Chairman  and  Members  of  the  Committee,  thank  you  for  this  opportunity  to 
present  my  views  on  why  we  must  reform  the  way  we  supervise  banks  and  thrifts. 

Yesterday,  Secretary  Bentsen  outlined  for  you  the  Administration's  proposal  for 
achieving  the  much-needed  and  long  overdue  improvements  in  our  Federal  approach 
to  supervising  banks  and  thrifts.  Both  you,  Mr.  Chairman,  and  Senator  D'Amato 
have  joined  forces  to  champion  reform  with  your  own  initiative,  and  I  am  heartened 
by  this  considerable  degree  of  common  understanding,  which  is  shared  by  Chairman 
Gonzalez  and  many  Members  of  the  House  Banking  Committee. 
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Among  all  of  those  who  have  earned  our  commendation  with  these  initiatives,  I 
believe  that  Secretary  Bentsen  deserves  special  recognition.  He  has  put  forward  a 
plan  calling  for  a  decrease,  not  an  increase,  in  the  power  and  prestige  of  the  Treas- 
ury Department.  Under  the  Administration's  proposal,  the  Treasury  would  relin- 
quish its  traditional  institutional  instruments  for  banking  regulation  and  super- 
vision— the  Office  of  the  Comptroller  of  the  Currency  and  the  Office  of  Thrift  Super- 
vision. Believing  that  agency  consolidation  is  the  only  way  to  achieve  excellence  in 
supervision,  he  nas  taken  a  step  rarely  taken  by  past  Administrations:  recommend- 
ing a  change  that  brings  himself  and  the  institution  he  heads  less,  rather  than 
more,  authority. 

This  step  taken  by  Secretary  Bentsen  surely  underscores  the  fact  that  we  face  a 
serious  governmental  and  national  problem  that  cries  out  for  a  prompt  solution. 
Here  is  how  I  see  the  dimensions  of  that  problem. 

When  I  first  took  office,  I  set  out  to  find  the  root  causes  of  the  supervisory  failures 
that  so  plagued  us  in  recent  years  and  to  work  toward  eliminating  them.  I  consulted 
many  experts  outside  the  Comptroller's  Office,  including  the  heads  of  the  Federal 
banking  and  thrift  agencies.  They  all  stated,  in  one  way  or  another,  that  the  Federal 
system  for  supervising  banks  and  thrifts  is  seriously  flawed. 

Experiences  by  stan  at  the  Ofiice  of  the  Comptroller  of  the  Currency  (OCC)  sup- 
ported that  diagnosis.  Many  of  them  shared  with  me  their  own  frustrating  dealings 
with  the  current  system  and  those  of  their  colleagues,  both  present  and  past.  Those 
experiences  contained  valuable  lessons.  The  OCC  has  been  supervising  banks  for 
130  years,  and  although  we  have  made  some  mistakes  along  the  way,  we  have 
learned  a  CTeat  deal  about  how  best  to  supervise  banks. 

Finally,  I  drew  upon  my  own  personal  experiences  on  both  sides  of  bank  super- 
vision— representing  banks  and  supervising  banks — and  they  simply  confirmed  the 
judgments  of  others. 

Now,  as  I  look  back  over  the  last  10  to  15  years,  I  am  convinced  that  our  current 
supervisory  system  contributed  significantly  to  a  series  of  crises  that  inflicted  mas- 
sive harm  upon  our  entire  economy.  The  extent  of  the  S&L  crisis  was  surely  exacer- 
bated by  a  poorlv  equipped  Federal  Home  Loan  Bank  Board  (FHLBB).  Designed  to 
supervise  a  single  type  of  depository  institution  that  changed  little  and  operated  in 
a  stable  interest  rate  environment,  the  FHLBB  did  not  have  the  breadth  or  depth 
of  resources  it  needed  to  supervise  thrifts  effectively  as  they  tried  to  expand  their 
service  offerings,  when  interest  rates  were  moving  erratically.  The  massive  wave  of 
bank  failures  in  the  1980's  and  the  ensuing  credit  crunch  that  contributed  to  the 
severity  of  the  last  recession  was  surely  fed  by  our  system  of  multiple  Federal  su- 

fiervisors.  As  I  wUl  describe  in  greater  detail  shortly,  that  system  is  poorly  suited 
or  the  timely  development  ana  implementation  of  crucial  regulatory  and  super- 
visory initiatives. 

We  should  not  be  surprised  by  the  finding  that  our  current  supervisory  system 
has  so  much  potential  for  great  harm.  Over  the  years,  many  have  tried  to  warn  us 
about  its  flaws.  Study  after  study,  by  the  Congress,  by  a  variety  of  Administrations 
of  both  parties,  and  by  a  series  of  independent  commissions,  have  documented 
them.^ 

While  there  clearly  remains  significant  differences  to  be  resolved  concerning  the 
preferred  model  for  restructuring,  there  is,  to  my  knowledge,  no  disagreement  about 
the  basic  facts — our  supervisory  structure  is  too  complex,  unnecessarily  redundant, 
and  too  costly.  A  large  number  of  Senators  and  Representatives  believe  that  struc- 
tural flaws  in  our  supervisory  system  severely  threaten  effective  supervision.  Cur- 
rent members  of  the  supervisory  community,  including  current  members  of  the 
Board  of  Governors  of  the  Federal  Reserve  System,  such  as  Chairman  Greenspan 
and  Governor  LaWare,  and  former  members,  such  as  Andrew  Brimmer,  Jeffrey 
Bucher,  and  J.L.  Robertson  have  all  pointed  out  the  need  for  reform,  as  have  former 
Federal  bank  and  thrift  supervisors  such  as  John  Hermann,  William  Seidman,  H. 
Joe  Selby,  and  Timothy  Ryan.  Other  public  figures  who  have  spoken  out  in  favor 
of  reform  include  former  Treasury  Secretary  Donald  Regan  and  lormer  SEC  Chair- 
man Richard  Breeden.  Those  currently  in  the  private  sector  also  advocating  reform 
include  Lawrence  Connell,  co-Chair  oi  the  Shaaow  Financial  Regulatory  Committee, 


^Virtually  every  study  of  our  Federal  banking  regulatoiy  system  since  1949  has  recognized 
the  need  for  major  consolidation.  Proponents  of  consolidation  have  included  a  task  force  of  the 
Commission  on  Organization  of  the  Executive  Branch  of  Government,  commonly  known  as  the 
Hoover  Commission  (1949);  the  Commission  on  Money  and  Credit  (1961);  House  Banking  Com- 
mittee Chairman  Wright  Patman  (1965);  the  Hunt  Commission  (1971)-  the  House  Banking  Com- 
mittee's Study  of  Financial  Institutions  in  the  Nation's  Economy  (1975);  Senate  Banking  Com- 
mittee Chairman  Proxmire  (1975);  the  Private  Storvey  on  Cost  Control,  commonly  known  as  the 
Grace  Commission  (1983);  Vice  President  Bush's  Task  Group  on  ReguJation  of  Financial  Services 
(1984);  and  the  Bush  Administration  (1991). 
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former  Connecticut  Banking  Commissioner,  and  former  head  of  the  National  Credit 
Union  Administration,  and  banking  lawyer  John  D.  Hawke,  Jr.,  former  General 
Counsel  of  the  Federal  Reserve  Board  of  Governors.  Clearly,  this  is  not  a  partisan 
issue.^ 

There  is  also  basic  agreement  about  the  direction  in  which  we  must  move  to  fix 
the  supervisory  system — put  Federal  supervision  in  the  hands  of  fewer  Federal  su- 
pervisors, and  do  so  in  a  way  that  provides  us  with  what  we  all  have  a  right  to 
expect:  safe  and  sound  depositories  in  full  compliance  with  civil  rights  and  consumer 
protection  laws  and  a  strong  dual  banking  system.  While  some  of  my  colleagues  in 
the  supervisory  community  have  other  views,  I  believe  the  best  way  to  secure  these 
benefits  is  to  follow  the  approach  in  the  Senate,  House,  and  Administration  biUs — 
combine  all  Federal  supervisory  authority  over  banks  and  thrifts  in  a  single,  inde- 
pendent Federal  agency. 

I  also  believe  we  must  proceed  quickly.  Our  supervisory  system  has  failed  repeat- 
edly in  the  past  decade.  These  failures  have  imposed  costs  on  the  American  economy 
that  run  in  the  tens  of  billions  of  dollars.  When  put  to  another  test,  I  worry  that 
our  supervisory  system  might  well  fail  us  again.  Although  the  banking  system  is 
currently  highly  profitable  and  generally  well-capitalized,  it  faces  new  realities — an 
unprecedented  combination  of  challenges  that  threaten  its  capacity  to  remain  strong 
and  vital  over  the  long  term  that  give  a  special  sense  of  urgency  to  the  need  for 
reform. 

The  New  Realities 

The  new  realities  facing  banks  and  thrifts  can  be  viewed  as  two  powerful  eco- 
nomic forces  pulling  depositories  in  opposite  directions.  At  the  moment,  depositories 
are  in  the  midst  of^a  powerful  cyclical  recovery.  During  the  early  phases  of  this  re- 
covery, a  favorable  interest  rate  environment  boosted  profits.  More  recently,  a  stead- 
ily improving  economy  has  kept  profit  gains  on  track;  improving  credit  quality  has 
enabled  depository  managers  to  reduce  provisions  for  loan  losses  and  increase  cap- 
ital. 

Structural  change  in  the  banking  and  thrift  industries  should  also  help  to  main- 
tain profit  trends,  for  a  while.  Consolidation  of  the  banking  industry  continues 
unabated,  forcing  the  weaker  players  from  the  market.  This  consolidation,  but- 
tressed bv  recollections  of  credit  losses  stemming  from  unwise  underwriting  stand- 
ards, could  produce  somewhat  more  rational  pricing  in  the  1990's  than  we  saw  dur- 
ing much  of  the  1980's. 

Nonetheless,  a  long-term  secular  decline  seems  to  threaten  the  very  survival  of 
banks  and  thrifts.  Between  1972  and  1992,  the  share  of  credit  market  assets  held 
by  banks,  S&L's,  and  savings  banks  fell  from  nearly  62  percent  to  36  percent.  That 
26  point  decline  over  two  decades  is  deeply  troublesome  for  the  employees,  man- 
agers, and  owners  of  those  depositories  and  also  troubles  those  of  us  who  set  the 
public  policy  that  guides  the  operation  of  those  businesses.  To  what  extent  does  that 
decline  reflect  inappropriate  or  inefficient  regulation?  Indeed,  to  what  extent  does 
it  reflect  an  inappropriate  or  inefficient  supervisory  structure? 

No  one  can  be  sure  how  long  current  positive  trends  will  continue  to  counteract 
the  long-term  secular  decline.  Yet,  by  their  very  nature,  these  recent  developments 
are  transitory  and  sure  to  fade.  History  tells  us  that  interest  rate  environments  and 
the  economy  have  their  ups  and  downs;  consolidation  cannot  go  on  forever.  We 
should  not  risk  waiting  for  other  favorable  developments  to  take  their  place. 

We  also  must  face  a  second  new  reality — the  lact  that  our  supervisory  structure 
has  begun  repeatedly  to  fail  us  when  we  most  need  it.  During  the  1980's  a  series 
of  adverse  economic  events — crises  in  agriculture,  energy,  and  real  estate,  plus  a  re- 
cession— severely  tested  that  structure.  The  consequent  failure  of  thousands  of  de- 
positories laid  bare  its  weaknesses.  The  checks  and  balances  that  many  saw  as  a 
main  advantage  of  multiple  regulators  did  not  offer  the  protection  that  we  needed. 

Congress  responded  to  the  failure  of  our  system  by  enacting  the  Federal  Deposit 
Insurance  Corporation  Improvement  Act  (FDICIA).  The  substantial  improvements 
brought  by  that  legislation  strengthened,  but  did  not,  indeed  could  not,  repair  the 
flawed  structure.  Realizing  the  full  benefits  of  FDICIA  demands  a  greater  degree 
of  harmony  among  Federal  supervisors  than  they  have  ever  achieved — perhaps 
greater  than  they  ever  could  achieve.  For  no  matter  how  hard  we  try,  we  cannot 
seem  to  overcome  the  differences  in  priorities,  perspectives,  and  constituencies  that 
are  built  into  our  supervisory  system.  If  harmony  is  what  we  seek,  we  cannot  patch, 
but  must  rebuild,  our  supervisory  system. 


*  Please  see  the  attached  addendum  for  selected  statements  on  our  supervisory  structure  made 
by  those  cited  here. 
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Our  Flawed  Supervisory  System:  Where  and  Why 

We  can  see  the  flaws  in  the  current  supervisory  system  most  clearly  in  the  results 
of  interagency  eflbrts  to  achieve  agreement  in  each  of  the  three  key  areas  upon 
which  sound  supervision  rests:  reporting,  regulatory  prescriptions,  and  supervisory 
practices.  I  will  discuss  each  of  tnose  areas  in  turn.  As  you  will  see,  in  all  three 
areas,  our  current  system  too  often  yields  results  that  are  needlessly  late  and  "sec- 
ond best."  The  industry  and  the  entire  economy  have  paid  the  price. 

Mr.  Chairman,  as  I  share  these  observations  with  you  and  tne  Committee,  I  hope 
that  you  will  keep  two  points  in  mind.  First,  I  do  not  mean  to  imply  that  decisions 
by  supervisors  aftecting  the  reporting  by,  and  the  regulation  and  supervision  of,  de- 
pository institutions  should  be  instantaneous.  Far  from  it.  We  would  all  agree  that 
we  want  a  responsive  supervisory  structure  that  gives  us  thoughtiul,  considered  ac- 
tion. However,  our  current  supervisory  structure  has  pushed  us  far  beyond  the 
realm  of  meaningful  debate  and  into  meaningless  and  costly  delay.  Second,  and 
equally  important,  these  observations  are  commentaries  on  our  supervisory  struc- 
ture and  not  on  the  people  who  must  try  to  make  it  worit.  These  people  face  a  truly 
enormous  task  and  aeserve  our  respect  and  our  thanks.  If  it  were  not  for  the  fact 
that  we  have  intelligent,  highly  motivated,  and  hard-working  people  at  aU  the  su- 
pervisory agencies,  our  supervision  would  be  far  less  effective. 

Bank  Reporting 

Let  me  first  discuss  the  Call  Report. 

No  document  has  had  as  long  and  tortured  route  toward  uniformity  than  the  Call 
Report.  The  Call  Report  is  a  lengthy  presentation  of  assets,  liabilities,  income,  and 
expenses  that  all  banks  must  file  with  Federal  banking  authorities. 

There  were  vast  differences  in  Call  Reports  filed  by  national  banks.  State 
nonmember  banks,  and  State  member  banks  as  late  as  the  mid-1960's.  In  fact,  the 
discrepancies  were  so  galling  to  bankers  at  that  time  that  they  urged  President 
Johnson  to  intervene  on  their  behalf  and  demand  that  the  Federal  banking  agencies 
work  to  hammer  out  a  common  document.  He  did,  and  the  agencies  responded  by 
forming  the  Interagency  Call  Report  Committee.  Its  major  purpose  was  to  work  to- 
ward a  uniform  CaU  Report. 

Progress  was  slow,  and  about  14  years  later  in  1978,  Congress  entered  the  fray 
and  passed  the  Federal  Financial  Institutions  Regulatory  and  Interest  Rate  Control 
Act  of  1978  (FIRA)  that,  among  other  things,  called  upon  the  banking  agencies  to 
work  toward  a  common  Call  Report.  To  help  the  agencies  along.  Congress  called 
upon  them  to  establish  the  Federal  Financial  Institutions  Examination  Council 
(FFIEC),  which  Congress  directed  to  coordinate  the  achievement  of  uniformity.  A 
full  10  years  later,  in  the  late  1980's,  the  goal  of  a  Call  Report  that  was  uniform 
across  Federal  supervisors  had  all  but  been  reached. 

The  costs  of  such  a  long  and  drawn  out  process  must  surely  have  been  substan- 
tial. First,  the  delay  meant  that  bank  holding  companies  with  banks  supervised  by 
more  than  one  Federal  supervisor  could  not  establish  a  single,  cost-eflicient  data 
storage  and  retrieval  system  for  filling  out  the  Call  Report.  Until  we  achieved  uni- 
formity, they  had  to  have  more  than  one  system  and  maybe  three — one  for  the  OCC, 
one  for  the  FDIC,  and  one  for  the  Federal  Reserve. 

Second,  we  cannot  be  sure  that  the  uniformity  we  have  now  is  efficient,  in  the 
sense  that  it  represents  the  minimum  amount  of  data  that  the  agencies  need  from 
banks  of  various  sizes.  There  is  a  natural  tendency  to  avoid  confrontation  in  the 
drive  for  uniformity  by  not  vigorously  opposing  each  other's  suggestions  for  keeping 
or  adding  Call  Report  items,  rather  than  giving  careful  attention  to  the  true  need 
for  information  for  supervisory  purposes.  As  shown  by  the  chart  at  the  end  of  this 
testimony,  the  number  of  different  items  filed  by  banks  with  assets  under  $100  mil- 
lion doubled  over  the  last  9  years,  from  320  items  to  762  items. 

Bank  Regulation 

Let  me  now  turn  to  the  subject  of  regulation. 

Under  specific  and  general  grants  of  authority  by  Congress,  the  banking  agencies 
issue  regulations  to  implement  Federal  laws.  These  regulations  cover  a  vast  array 
of  issues,  and  many  do  not  require  the  agencies  to  act  in  concert.  For  example,  the 
FDIC  has  regulations  governing  deposit  insurance  rates  and  the  Federal  Reserve 
has  regulations  governing  deposit  reserve  reauirements.  These  are  unique  to  their 
individual  responsibilities  ana  do  not  involve  tne  OCC  or  each  other. 

When  Congress  has  deemed  uniformity  appropriate,  it  has  taken  one  of  two  pos- 
sible approaches.  In  some  cases.  Congress  has  granted  rule-writing  authority  to  a 
single  Federal  banking  agency,  with  the  understanding  that  the  other  agencies  will 
enforce  the  rule  in  the  banks  that  they  supervise.  The  Federal  Reserve,  for  example, 
has  exclusive  authority  to  write  the  "Truth-in-Lending"  regulations.  In  other  in- 
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stances,  FDICIA,  for  example,  Congress  explicitly  required  the  Federal  agencies  to 
write  uniform  regulations. 

At  times.  Congress  has  not  been  so  specific,  but  the  agencies  have  realized,  as  in 
the  case  of  CRA,  for  example,  that  a  nearly  uniform  regulation  was  the  only  appro- 
priate course  of  action. 

Congress  has  not  always  insisted  on  uniformity.  Up  until  FDICIA,  one  area  Con- 

Eess  left  to  the  Federal  regulators  was  that  of  bank  capital  adequacy.  Not  until  the 
te  1970'8 — over  60  years  aft^r  the  establishment  of  the  Federal  Reserve  and  over 
40  years  aft^r  the  creation  of  the  FDIC — did  the  agencies  even  begin  to  work  on 
a  common  approach  to  something  as  fundamental  as  bank  capital  adequacy.  Today 
we  have  common  guidelines  for  assessing  the  adequacy  of  capital  at  individual  insti- 
tutions, but  it  took  more  than  10  years — and  considerable  prodding  by  Members  of 
this  Committee,  among  others — before  we  gained  even  this  measure  of  uniformity. 
Even  now,  we  have  a  long  way  to  go.^ 

Were  we  to  reach  agreement  on  current  matters,  our  labors  would  not  be  over. 
Amending  the  capital  guidelines  to  reflect  new  developments  in  the  marketplace  re- 
mains a  tortuous  process,  at  best.  Over  the  past  4  years  or  so,  the  agencies  have 
been  negotiating  language  for  a  proposed  rule  to  guide  bank  use  of  asset 
securitization.  Even  after  the  agencies  publish  the  proposed  rule,  we  will  still  have 
much  to  negotiate. 

Delays  in  issuing  regulatory  policies  and  the  possibly  less  than  optimal  quality 
of  interagency  policies  are  not  the  only  costs  of  having  multiple  Federal  supervisors. 
The  current  regulatory  structure  permits  regulators  to  avoid  accountability  for  their 
actions.  As  matters  now  stand,  it  is  never  entirely  clear  which  agency  is  responsible 
for  problems  created  by  a  faulty,  or  overly  burdensome,  or  late  regulation.  That 
means  that  Congress,  the  public,  and  depository  institutions  themselves  can  never 
be  certain  which  agency  to  contact  to  address  problems  created  by  a  particular  regu- 
lation. 

As  a  result,  in  many  instances,  Congress  and  the  public  must  address  their  con- 
cerns about  problems  with  a  regulation  to  all  four  bank  and  thrift  supervisors.  Yet, 
even  when  they  do  that,  they  can  never  be  certain  their  concerns  will  be  addressed. 

Why  is  it  so  difficult  to  reach  interagency  agreement?  Why  does  it  take  so  long? 
Several  factors  come  into  play.  Knowledgeable  people  of  good  will  inevitably  have 
differences  of  opinion  that  must  be  ironed  out;  that  is  certainly  true  for  both  the 
staffs  and  heads  of  the  four  bank  and  thrift  supervisory  agencies.  We  do  not  want 
reform  to  come  at  the  cost  of  stifling  such  debate.  The  new  supervisory  structure 
must  be  sensitive  to,  indeed,  encourage,  the  careftil  consideration  of  diverse  points 
of  view.  That  sensitivity  and  encouragement  will  help  ensure  that  it  is  fully  respon- 
sive to  needs  of  banks  and  thrifts  and  the  customers  they  serve. 

We  should  not,  however,  have  much  tolerance  for  delay  that  is  due  to  some  other 
factors.  For  example,  the  four  agencies  have  long  histories  of  independent  action 
that  have  hardened  their  resistance  to  accommodating  opposing  points  of  view — re- 
sistance that  the  FFLEC  has  not  been  able  to  overcome.  In  those  circumstances,  de- 
bate among  the  agencies  can  take  on  the  aura  of  deliberations  among  sovereign 
powers  that  have  great  difliculty  reaching  closure  on  almost  any  issue  within  mean- 
ingful time  frames. 

Those  institutional  forces  of  delay  are  oft«n  compounded  by  other  factors.  Inter- 
agency negotiations  are  conducted  by  staff  members  who  represent  agency  heads 
with  distinct,  and  strongly  held  views.  These  staff  members  often  lack  detailed  in- 
structions on  the  views  of  their  principals,  and  they  may  be  forced  to  infer  how  their 
principals  might  respond  to  staff-level  proposals  from  the  other  agencies.  In  too 
many  interagency  negotiations,  discussions  are  dragged  out  and  decisions  postponed 
while  agency  staffers  check  with  their  principals  on  each  detail  of  the  proposed  pol- 
icy. 

A  third  factor  also  promotes  delay.  The  different  supervisory  agencies  may  have 
competing  priorities  that  shape  their  views  of  appropriate  supervisory  policy.  For  ex- 
ample, the  FDIC's  views  of  supervisory  policy  reflect  concern  about  risks  to  the 
Bank  Insurance  Fund  (BIF),  while  the  Federal  Reserve  may  be  concerned  about  the 
impact  of  supervisory  policy  on  monetary  policy  or  the  payments  system.  These  com- 


3 The  common  guidelines  mask  continuing  underlying  differences.  FDICIA  requires  the  Fed- 
eral agencies  supervising  banks  and  thrifts  to  file  annually,  with  the  Congress,  reports  that  de- 
scribe their  differences  in  their  respective  treatment  of  capital  and  accounting  standards.  The 
last  report  filed  by  the  OCC  described  differences  in  27  areas.  See,  "Differences  in  Capital  and 
Accounting  Standards  Among  the  Federal  Banking  and  Thrift  Agencies"  as  published  in  the 
Federal  Register,  vol.  58,  no.  47,  at  16375. 
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peting  priorities  can  make  it  all  but  impossible  for  the  agencies  to  reach  agreement 
on  some  supervisory  policies.'* 

The  costs  of  delay  might  be  acceptable,  were  it  not  for  the  fact  that  in  our  world 
of  fast-paced  technological  innovation,  depository  institutions  must  compete  with 
businesses  that  are  far  less  regulated.  These  businesses  are  much  better  positioned 
than  banks  or  thrifts  to  hone  their  competitive  edge  through  the  effective  manage- 
ment of  new  technologies  that  permit  them  to  move  money  and  information  at  vir- 
tually the  speed  of  light.  In  this  environment,  banks  and  thrifts  cannot  be  effective 
competitors  if  the  supervisory  structure  that  guides  them  is  inappropriately  slow 
afoot. 

As  in  the  area  of  bank  Call  Reports,  congressional  demands  for  uniformity  in  reg- 
ulations wUl  not  repair  our  flawed  supervisory  structure.  Even  when  Congress  has 
insisted  upon  uniformity,  it  has  not  come  easily,  and  the  resulting  compromises 
have  often  yielded  less  effective  results  than  Congress  or  others  might  nave  in- 
tended. 

The  Administration's  proposal  to  create  a  single  Federal  Banking  Commission 
(FBC)  would  go  a  long  way  toward  achieving  uniformity.  The  FBC  would  not  be  en- 
cumbered with  competing  institutional  histories,  sovereignties,  or  priorities.  At  the 
same  time,  its  own  staff  and  its  own  leadership  and  their  continuing  contact  with 
banking  and  other  communities  would  help  ensure  its  sensitivity  to  diverse  points 
of  view. 

Bank  Supervision 

Finally,  I  want  to  say  a  few  words  about  supervision. 

Even  when  we  have  them,  uniform  regulations  do  not,  of  course,  guarantee  uni- 
form supervision.  By  supervision  I  mean  the  evaluation  of  the  day-to-day  operations 
of  banks  and  the  imposition  of  corrective  actions,  when  bank  performance  warrants 
them.  Disparate  supervision  across  the  Federal  agencies  can  range  from  diflerent 
standards  for  assessing  credit  quality  to  different  standards  for  assessing  the  qual- 
ity of  bank  operating  procedures. 

For  the  managers  of  holding  companies  owning  a  variety  of  banks,  the  costs  of 
disparate  supervision  can  be  great.  It  can  be  dimcult  to  manage  individual  banks 
efficiently  when  the  supervisory  standards  faced  by  one  bank  are  not  the  same  as 
those  faced  by  another.  At  the  end  of  last  September,  413  holding  companies,  with 
assets  over  $2.4  trillion — 52  percent  of  all  assets  held  by  banks  and  thrifts — were 
confronting  this  problem  every  day  of  the  week. 

Recently,  I  asked  my  staff  to  report  to  me  on  the  type  and  degree  of  examination 
overlap  in  bank  holding  companies  owning  prominent  national  banks.  The  degree 
of  inconsistency  from  one  institution  to  the  next  surprised  even  me.  In  some  cases, 
examiners  attempt  to  keep  supervisory  burdens  to  a  minimum  by  conducting  joint 
examinations,  sharing  examination  reports,  and  conducting  joint  meetings  with 
holding  company  management.  In  other  cases  the  sharing  is  not  so  great.  In  some 
companies,  there  is  little,  if  any,  sharing,  and  the  holding  company  must  send  large 
packets  of  the  same  information  to  separate  teams  of  examiners  and  meet  sepa- 
rately, within  relatively  short  periods  of  time,  with  examiners  from  different  agen- 
cies. 

Mr.  Chairman,  our  supervisory  system,  which  encourages  such  duplication  and  in- 
efficiency, is  obviously  ill-equipped  to  deal  effectively  with  the  large  number  of  inte- 
grated financial  services  organizations  that  populate  the  global  marketplace.  Within 
such  holding  companies,  all  banks  and  their  nonbank  affiliates  must  be  viewed  as 
if  they  were  departments  of  a  single  organization  working  together  toward  a  single 
objective  and  not  as  separate  businesses  pursuing  individual  business  plans.  Trans- 
actions among  these  "departments"  can  take  place  several  times  a  day  at  near  light- 
ning speed  and  involve  millions  of  dollars.  We  cannot  obtain  a  true  picture  of  the 
entire  operation  by  looking  solely  at  the  transactions  of  one  or  two  of  its  parts.  Inte- 
grated firms  demand  integrated  supervision. 

As  matters  now  stand,  we  must  make  do  with  a  supervisory  system  built  to  han- 
dle the  activities  of  institutions  that  have  little  to  do  with  one  another  and  go  their 
separate  ways.  That  can  be  costly.  Because  of  competing  jurisdictions,  there  is  al- 
ways the  danger  of  supervisory  issues  falling  between  the  cracks.  One  supervisor 
may  see  a  transaction  or  series  of  transactions  that  could  spell  trouble  for  an  entity 
in  the  jurisdiction  of  another  supervisor.  On  some  occasions,  those  seeing  the  trans- 


*One  example  of  conflicting  priorities  the  Federal  Reserve  used  to  face  deals  with  its  own  Reg- 
ulation Q,  which  set  ceihngs  on  how  much  interest  banks  and  thrifts  could  pay  on  deposits  and 
was  originally  constructed  for  supervisory  purptoses.  During  the  1960's  and  1970's,  Federal  Re- 
serve manipulation  of  those  interest  rate  ceilings,  at  times,  left  it  open  to  the  charge  that  it 
was  using  Regulation  Q  for  purposes  of  monetary  policy  rather  than  bank  supervision  policy. 
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actions  may  not  send  a  warning,  believing  that  those  working  in  the  other  jurisdic- 
tion will  see  them  quickly.  Such  an  assumption  may  or  may  not  be  warranted.  Upon 
other  occasions,  attentive  staff  will  try  to  pass  a  warning  across  jurisdictional  bar- 
riers, but,  because  we  do  not  have  perfect,  real-time  communication,  those  who 
could  make  most  use  of  the  warning  may  not  receive  it  in  time,  or  have  the  time, 
at  that  moment,  to  pursue  the  issue. 

There  are  other  costs.  Because  these  companies  operate  in  a  highly  competitive 
world  of  rapidly  changing  technology,  they  must  be  always  reshaping  their  business 
if  they  are  to  survive.  As  highly  regulated  institutions,  they  must  seek  supervisory 
approval  for  nearly  every  new  product  or  service  they  wish  to  offer.  In  our  frac- 
tionalized  supervisory  system,  no  supervisor  has  the  vantage  point  from  which  to 
see  clearly  how  the  proposal  might  affect  important  parts  of  the  holding  company 
operation  much  beyond  those  parts  for  which  individual  supervisors  are  responsible. 
Thus,  they  are  poorly  positioned  to  judge  how  the  proposed  activity  might  aflect  how 
the  parts  of  the  company  interact  with  one  another,  what  kind  of  supervisory  chal- 
lenges changes  in  those  interactions  might  pose,  and  what  kinds  of  supervisory  re- 
sponses they  might  have  to  fashion  to  deal  with  those  interactions.  In  the  absence 
of  an  ability  to  appreciate  fully  this  substantial  degree  of  interconnectedness,  there 
is  the  very  strong  possibility  that  evaluations  of  critical  applications  will  be  second 
best. 

Congressional  demands  for  uniformity,  for  integration,  will  not  work  any  better 
in  the  area  of  supervisory  tools,  such  as  examination  reports,  than  they  did  in  re- 
quiring uniform  Call  Reports.  FIRA  required  that  the  FFlEC  work  toward  a  uniform 
report  of  examination.  It  has  taken  us  nearly  16  years  to  come  close.  On  October 
1,  of  last  year,  the  FFIEC  announced  that  the  OCC,  OTS,  FDIC,  and  the  Federal 
Reserve  developed  uniform  pages  that  will  be  used  by  each  agency  in  its  reports  of 
examination.  TTus  is  not  full  uniformity,  but  it  is  much  better  than  no  uniformity 
at  all. 

Some  Hidden  Costs 

Multiple  supervisors  imp>ose  other  costs.  Bank  customers  lose,  sometimes  directly, 
sometimes  indirectly.  Customers  lose  directly  when  they  approach  Federal  super- 
visors to  seek  their  aid  in  redressing  some  banking  problem.  They  must  always  try 
to  answer  the  question:  To  whom  should  I  turn?  With  our  overlapping  supervisory 
structure,  that  is  not  a  question  that  they  can  answer  easily. 

Customers  also  lose  indirectly.  Dollars  spent  on  inconsistent  and  redundant  su- 
pervision are  passed  on,  in  one  way  or  another,  to  bank  consumers  in  the  form  of 
higher  prices.  Bank  talent  used  to  cope  with  the  current  supervisory  structure  is 
not  available  to  find  and  evaluate  important  lending  opportunities  in  traditional  and 
non-traditional  areas;  it  is  not  free  to  stimulate  innovation  in  product  development; 
economic  growth  suffers. 

Managers  of  banks  and  thrifts  lose  as  well.  Under  current  arrangements,  separate 
applications  for  the  same  transaction  must  be  filed  with  more  than  one  agency.  Re- 
cently, I  received  a  letter  from  a  national  bank  describing  the  process  it  faced.  The 
bank,  owned  by  a  holding  company,  filed  an  application  with  the  OCC  to  buy  a 
small  branch  office  of  an  S&L.  For  the  same  transaction,  the  S&L  had  to  file  an 
application  with  the  OTS,  and  the  holding  company  had  to  file  an  application  with 
the  Federal  Reserve.  There  was  little  in  common  among  the  three  application  forms, 
and  they  all  required  a  significant  amount  of  work  and  thus  expense  above  and  be- 
yond the  usual  filing  fees.  The  banker  seriously  questioned  the  costs  involved,  since 
the  assets  purchased  by  the  bank  were  less  than  one-half  of  one  percent  of  the  as- 
sets of  the  holding  company  that  owned  the  bank. 

The  Benefits  of  a  Single  Federal  Supervisor 

Long  delays  in  the  development  of  important  reports  and  regulations  and  incon- 
sistencies in  supervision  are  costs  that  banks  should  not  have  to  incur  and  may  no 
longer  be  able  to  afford.  There  is  a  better  way.  As  you,  Mr.  Chairman,  other  congres- 
sional leaders,  and  the  Administration  have  recognized  for  some  time,  the  essence 
of  reform  is  simplicity  itself— a  single  Federal  supervisor  for  banks  and  thrifts. 

With  a  single  Federal  supervisor — a  Federal  Banking  Commission  (FBC) — we  will 
have: 

•  Accountability — There  would  no  longer  be  any  question  of  which  agency  the  Con- 
gress, the  public,  or  depository  institutions  should  address  when  trying  to  solve 
a  regulatory  or  related  problem; 

•  A  More  Efficient  Decisionmaking  Process — There  would  be  no  room  for  institu- 
tional rigidities  or  competing  priorities  to  interfere  with  the  timely  development 
and  implementation  of  reporting,  regulatory,  or  supervisory  policies;  and 
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•  More  Consistent  Supervision — Supervisors  would  focus  their  attention  on  banking 
companies  as  integrated  business  units,  and  there  will  be  no  excuse  and  no  toler- 
ance for  the  inconsistent  application  of  regulations  and  supervisory  policies,  as 
there  is  today.  In  case  of  disputes  between  bankers  and  examiners,  bankers  wiU 
have  one  ombudsman  to  contact. 

Moreover,  under  the  Administration's  proposal,  we  will  gain  those  advantages 
without  compromising  the  strength  or  quality  of  those  parts  of  our  supervisory  sys- 
tem that  we  do  not  need  to  alter. 

Protecting  Some  Basic  Elements 

Although  there  is  much  that  is  wrong  with  our  supervisory  structure  and  in  need 
of  change,  there  are  certain  basic  elements  in  our  financial  system  that  we  must 
protect.  Two  of  the  more  important  elements  are  the  dual  banking  system  and  the 
strength  and  independence  of  both  the  FDIC  and  Federal  Reserve.  The  reform  pro- 
posals we  are  discussing  today  will  preserve  and  enhance  both. 

Protecting  the  Dual  Banking  System 

Today,  Mr.  Chairman,  when  any  of  us  speak  about  protecting  the  dual  banking 
system,  we  are  not  speaking  about  preserving  dual  Federal  supervision.  We  are 
speaking  about  protecting  the  viability  of  State-chartered  banks  and  thrifts  and  the 
viability  of  State  bank  and  thrift  supervision.  Surely,  we  all  agree  that  State-char- 
tered institutions  have  a  long  and  aamirable  record  of  serving  our  economic  system, 
and  that  they  deserve  a  supervisory  environment  that  will  ensure  their  capacity  to 
serve.  Supervisory  reform  at  the  Federal  level  should  preserve  and  protect  State- 
chartered  institutions.  The  reform  we  are  discussing  today  will  do  just  that. 

Many  fear  that  a  single  Federal  supervisor  would  weaken  State-chartered  institu- 
tions by  acting  unilaterally  to  alter  Federal  provisions  dealing  with  the  powers  of 
State  banks.  This  could  not  happen  under  the  Administration's  proposal.  Under  this 
plan,  the  FDIC  would  remain  the  only  Federal  agency  that  would  nave  the  author- 
ity to  curtail  activities  that  are  permissible  for  State  institutions  under  State  law 
and  only  when  such  activities  present  unacceptable  risks  to  the  deposit  insurance 
funds. 

Many  believe  that  a  single.  Federal  supervisor  would  weaken  State-chartered  in- 
stitutions by  issuing  regulations  and  implementing  supervisory  procedures  that 
would  favor  the  banks  and  thrifts  it  charters.  I  do  not  believe  that  such  a  bias,  if 
it  ever  occurred,  could  be  sustained.  Such  a  bias  would  occasion  strong  objections 
by  State  authorities  and  managers  of  bank  holding  companies  with  both  State  and 
federally-chartered  depositories.  At  the  end  of  last  September,  there  were  330  such 
holding  companies  holding  15.3  percent  of  all  depositories,  with  46.3  percent  of  all 
depository  assets.'  Neither  the  FBC  nor  the  Congress  could  ignore  such  objections 
from  such  a  large  constituency. 

Some  opponents  of  the  Administration's  plan  argue  that  State-chartered  institu- 
tions need  their  own  Federal  supervisor  to  protect  their  interests.  They  seem,  im- 
plicitly at  least,  to  believe  that  tnis  second  Federal  supervisor  would  always  act  in 
the  best  interests  of  State-chartered  institutions  and  the  State  agencies  that  super- 
vise them.  Will  they,  at  some  future  date,  be  so  confident  as  they  are  today? 

Under  the  single.  Federal  supervisor  envisioned  by  the  Administration,  State  su- 
pervisors would  retain  the  rights  and  authorities  they  have  today  and  remain  the 
primary  supervisor  of  the  banks  that  they  charter.  Rloreover,  in  qualifying  States, 
the  FBC  will  not  duplicate  examinations  of  small,  well-run  institutions  conducted 
by  State  authorities.  Cooperative  efforts  between  the  FBC  and  the  States  over  such 
issues  as  sharing  on-site  examinations  and  examiner  training  will  go  far  toward  pro- 
viding States  with  the  tools  and  incentives  they  need  to  be  mil  and  innovative  part- 
ners in  bank  suf)ervision. 

Keeping  the  FDIC  and  the  Federal  Reserve  Strong 

Some  have  also  feared  that  a  single.  Federal  supervisor  would  weaken  the  FDIC 
and  the  Federal  Reserve  and  leave  them  no  room  in  bank  supervision.  I  disagree. 
As  Secretary  Bentsen  made  very  clear  yesterday,  the  FDIC  would  continue  to  be  the 
Federal  insurer  of  bank  and  thrift  deposits  and  the  receiver  and  liquidator  of  failed 
depositories.  It  alone  would  have  the  authority  to  grant  and  rescind  insurance. 
Moreover,  it  would  retain  its  "backup"  enforcement  authority,  and  it  would  have  fuU 
access  to  all  supervisory  information  at  the  disposal  of  the  FBC. 

The  Secretary  also  made  clear  his  determination  to  ensure  that  the  Federal  Re- 
serve would  be  able  to  meet  fully  all  of  its  central  bank  responsibilities,  including 
the  independent  conduct  of  monetary  policy  and  the  management  of  the  payments 


'Does  not  include  holding  companies  owning  only  State-chartered  institutions. 
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system  and  the  discount  window.  No  one  questions  that  the  Federal  Reserve  needs 
high-quality  and  up-to-date  information  about  banks  and  thrifts  to  meet  those  re- 
sponsibilities. In  acquiring  that  information  today,  the  Federal  Reserve  depends,  to 
a  large  extent,  on  other  Federal  supervisors  to  supply  that  information.  Moving  to 
a  single  supervisor  from  multiple  supervisors  would  not  change  that  process;  the 
Federal  Reserve  would  still  have  speedy  access  to  aU  the  supervisory  information 
it  needs  to  conduct  its  core  responsibilities.  Federal  Reserve  membership  on  the 
FBC  board  will  help  ensure  that  access,  as  will  participation  by  Federal  Reserve  ex- 
aminers in  bank  examinations,  conducted  by  the  FBC,  of  the  largest  banking  organi- 
zations and  a  cross-section  of  small,  State-chartered  banks. 

Conclusion 

Mr.  Chairman,  all  those  who  have  examined  our  supervisory  structure  have  found 
it  sadly  wanting  and  in  need  of  substantial  repair.  The  current  system  failed  us  re- 
peatedly in  the  1980's  and  the  early  1990's.  Through  FDICIA,  Congress  addressed 
some  of  its  weaknesses;  however,  I  strongly  believe  that  patching  our  supervisory 
structure  is  no  substitute  for  rebuilding  it,  and  rebuild  it  we  must.  There  is  every 
reason  to  believe  that  when  the  next  crisis  strikes,  the  costs  will  again  be  enormous. 

The  time  to  act  is  now,  while  the  profitability  and  capitalization  of  depositories 
is  strong.  Over  the  past  2  years,  the  performance  of  banks  and  thrifts  has  improved 
markedly,  but  over  the  long  term,  their  survival  as  low-cost  and  dynamic  competi- 
tors is  not  so  clear-cut.  Costs  imposed  upon  them  by  inefficient  and  redundant  su- 
f)ervision — costs  they  pass  on,  in  some  measure,  to  consumers — together  with  their 
ong-term  decline  as  major  players  in  financial  markets  are  cloumng  their  future. 

To  give  us  a  more  responsive  and  more  efficient  supervisory  structure,  Mr.  Chair- 
man, you.  Senator  D'Amato,  other  congressional  leaders,  and  the  Administration 
have  all  proposed  consolidating  the  supervisory  activities  of  the  OCC,  OTS,  FDIC, 
and  Federal  Reserve  into  a  now  Federal  Banking  Commission.  This  approach  to  con- 
solidation protects  three  vital  elements  of  our  financial  system — the  dual  banking 
system,  a  strong  and  effective  FDIC,  and  a  strong  and  effective  Federal  Reserve. 

Despite  the  clear  and  urgent  need  for  this  reform,  success  will  not  come  easily. 
Some  of  those  who  agree  that  we  need  reform,  disagree  with  the  reform  we  have 
proposed.  We  need  to  understand  their  concerns  and  ensure  that  we  have  done  all 
that  we  can  reasonably  do  to  address  them,  as  we  move  exp>editiously  to  reform  our 
supervisory  system.  I  stand  ready,  Mr.  Chairman,  to  help  you  and  the  other  Mem- 
bers of  this  Committee  in  those  endeavors. 
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Comments  on  Our  Supervisory  Structure 

Former  Members  of  Congress 

1.  Senator  William  F*R0XMIRE,  former  Chairman,  Senate  Committee  on  Banking, 
Housing,  and  Urban  Affairs 

"We  have  the  most  bizarre  and  tangled  financial  regulatory  system  in  the  world. 
It  never  ceases  to  amaze  me  that  it  has  lasted  as  long  as  it  has. 

"Imagine  for  a  moment  that  we  had  seven  separate  and  distinct  Federal  agencies 
for  regulating  airline  safety.  Imagine  further  the  public  outcry  that  would  arise  fol- 
lowing a  series  of  spectacular  air  crashes  while  the  seven  regulators  bickered  among 
themselves  on  who  was  to  blame  and  what  was  the  best  way  to  prevent  future 
crashes. 

'There  is  no  doubt  in  my  mind  that  the  public  would  demand  and  get  a  single 
regulator.  There  is  a  growing  consensus  among  experts  that  our  divided  regulatory 
system  is  a  major  part  of  the  problem.  There  are  many  reasons  for  consolidating 
financial  regulations,  but  most  of  them  boil  down  to  getting  better  performance."" 

"[T]he  regulatory  system  is  wrong  and  very  wrong.  It  pits  one  against  the  other 
and  it  is  something  that  I  think  we  simply  have  to  change."  .  .  . 

'There  is  a  clear  and  direct  relationship  between  the  structure  of  our  regulatory 
system  and  its  performance.  Even  the  best  regulators,  and  they  are  very  good,  and 
the  toughest  enforcement  tools  .  .  .  will  not  do  the  job  under  a  poorly  designed 
structure."^ 

2.  Senator  Abraham  Ribicoff,  former  Chairman,  Senate  Committee  on  Govern- 
mental Affairs 

'The  structure  of  commercial  banking  regulation  is  unique.  In  no  other  situation 
does  a  regulated  industry  have  the  opportunity  to  select  its  Federal  regulatory  agen- 
cy. Yet,  a  commercial  bank  may  choose  to  be  regulated  by  either  the  Federal  Re- 
serve Board,  the  Comptroller  of  the  Currency,  or  the  Federal  Deposit  Insurance  Cor- 
poration. 

"In  the  Governmental  Affairs  Committee's  study  of  Federal  regulation,  we  very 
carefully  examined  the  present  structure.  We  found  that  when  the  ability  of  banks 
to  switch  regulators  is  combined  with  the  fact  that  the  three  regulators  enforce  the 
same  statutes,  inconsistent  regulation  becomes  inevitable.  Of  far  greater  concern, 
however,  was  our  conclusion  that  the  three-part  structure  can  undermine  the  fiin- 
damental  goals  of  banking  regulation — a  safe  and  sound  banking  system  that  en- 
courages competition  and  innovation."^ 

3.  Representative  Wiluam  S.  Moorhead 

'Today  I  am  here  to  talk  to  you  about  chaos  in  the  regulation  of  financial  institu- 
tions. 

"If  you  wonder  whether  or  not  there  is  chaos,  just  suppose  you  had  the  duty  of 
explaining  to  a  man  from  Mars  the  organization  regulation  of  financial  institutions 
in  the  United  States."* 

Other  Public  Officials 

4.  Lloyd  Bentsen,  Secretary  of  the  Treasury 

"We  can  no  longer  afford  the  current  regulatory  structure,  a  spider's  web  of  over- 
jurisdictions  that  represents  a  drag  on  our  economy,  a  headache  for  our  fi- 
and  a  source  of  friction  within  our  Government."  ^ 


nancial  services  industry, 

5.  Nicholas  Brady,  as  Secretary  of  the  Treasury 

"Our  system  now  has  three  Federal  bank  regulators;  one  thrift  regulator;  one 
credit  union  regulator;  and  50  State  regulators.  Regulations  and  regulatory  respon- 


^  Regulatory  Consolidation  Proposals  for  Insured  Depository  Institutions,  Hearing  Before  the 
Senate  Committee  on  Banking,  Housing,  and  Urban  Affairs,  103rd  Cong,  let  Sess.  6  (1993) 
{"Regulatory  Consolidation  Proposals"),  at  8. 

^Strengthening  the  Supervision  and  Regulation  of  the  Depository  Institutions,  Hearings  Before 
the  Senate  Committee  on  Banking,  Housing,  and  Urban  Affairs,  102nd  Cong.,  1st  Sees.,  vol.  I, 
34  (1991)  ("Strengthening  Supervision  and  Regulation"),  at  1005. 

^Consolidated  Banking  Regulation  Act  of  1978,  Joint  Hearings  on  S.2750  Before  the  Senate 
Committees  on  Governmental  A/fairs  and  Banking,  Housing,  ana  Urban  Affairs,  95th  Cong.,  2nd 
Sess.  1-2  (1978). 

*  Consolidation  of  Bank  Examining  and  Supervisory  Functions,  Hearings  Before  the  Sub- 
committee on  Bank  Supervision  and  Insurance  of  the  House  Committee  on  Banking  and  Currency 
and  the  House  Committee  on  Banking  and  Currency,  89th  Cong.,  Ist  Sess.  78  (1965)  ("Consolida- 
tion of  Bank  Supervisory  Functions"),  reprinting  "The  Tangl^  Web  of  Bank  Supervision,"  Ad- 
dress by  U.S.  Representative  William  Moorhead  to  the  National  Association  of  Mutual  Savings 
Banks. 

"Letter  to  House  leaders,  November  23,  1993. 
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sibilities  are  often  overlapping  and  duplicative.  The  banking  supervisory  structures 
of  most  of  our  major  competitors  are,  by  contrast,  more  unified  and  coherent.  As  we 
explore  the  reform  of  our  financial  institutions,  we  will  also  need  to  explore  the  re- 
form of  our  regulatory  structure — although,  to  be  frank,  the  inevitable  turf  fights 
involved  may  prevent  the  full  achievement  of  this  goal."® 

6.  Richard  C.  Breeden,  former  Chairman,  Securities  and  Exchange  Commission; 
Co-Chairman,  Financial  Services  Group,  Coopers  &  Lybrand 

"Our  current  bank  regulatory  system  is  simplv  too  big,  too  costly,  and  too  inefTi- 
cient.  At  a  time  when  we  face  extremely  difficult  and  painful  choices,  as  a  Nation, 
regarding  resource  allocation  and  Government  spending  priorities,  it  is  surprising 
that  the  Dank  regulatory  system  has  remained  seemingly  immune  to  reductions  in 
overcapacity  and  elimination  or  privatization  of  unnecessary  functions.  Indeed,  the 
total  employment  of  the  depository  regulatoiy  agencies  in  the  U.S.  is  over  40,000 
persons.  This  exceeds  the  size  of  several  NATO  armies,  and  it  is  more  than  15  times 
greater  than  the  total  employment  of  the  SEC^  even  though  the  SEC  oversees  ap- 

{)roximately  the  same  number  of  entities  of  different  types  with  aggregate  assets  at 
east  double  all  the  deposits  of  banks  and  thrifts  in  the  U.S."' 

7.  Dr.  Andrew  F.  Brimmer,  former  Member  of  the  Board  of  Governors  of  the  Fed- 
eral Reserve  System;  President,  Brimmer  &  Company,  Inc. 

"[UJneven  bank  examination  standards — growing  out  of  our  fragmented  Federal 
Bank  Regulatory  apparatus — contributed  to  the  severe  credit  crunch  of  1990-91  and 
aggravated  the  recession  which  occurred  in  those  years."® 

8.  Jeffrey  Bucher,  former  Governor,  Federal  Reserve  Board 

"As  has  been  stated  on  previous  occasions,  developing  and  implementing  appro- 
priate monetary  jwlicy  at  a  given  time  requires  consideration  and  evaluation  oi  an 
enormous  volume  of  available  data. 

"The  responsibilities  are  of  such  magnitude  that  the  Board  should  not  also  be  bur- 
dened with  functions  not  directly  related  to  monetary  policy  decisionmaking  such  as 
the  performance  of  bank  supervisory  functions  and  the  writings  of  regulations. 

"On  the  other  hand,  it  is  also  my  view  that  supervision  and  regulation  of  conamer- 
cial  banks  is  too  important  a  function  in  itself  to  be  the  Federal  Reserve's  part-time 
job  and  the  writings  of  regulations,  including  those  implementing  the  various 
consumer  protection  laws,  such  as  the  Fair  Credit  Billing  and  Equal  Credit  Oppor- 
tunity Acts,  justify  top  priority  treatment  both  in  terms  of  Board  time  and  staff  re- 
sources. 

"It  is  for  these  reasons  as  weU  that  I  believe  that  should  any  form  of  restructuring 
of  Federal  bank  supervision  be  given  serious  consideration,  it  would  be  unwise  to 
leave  these  responsioiUties  with  the  Federal  Reserve. 

"Separating  the  monetary  policy  matters  from  the  bank  supervision  and  regula- 
tion would  not,  in  my  opinion,  diminish  the  Federal  Reserve's  ability  to  keep  abreast 
of  banking  developments."® 

"I  can't  help  but  believe  that  one  of  the  main  reasons  why  many  bankers  would 
continue  to  support  the  concept  of  the  multiple  Federal  agencies  is  this  aspect  of 
having  the  agencies,  in  effect,  court  their  constituents  through  changes  in  or  inter- 
pretation of  regulation,  some  of  which  may  be  to  the  benefit  oi  the  banks."  ^° 

9.  John  G.  Heimann,  former  ComptroUer  of  the  Currency;  Merrill  Lynch  &  Com- 
pany, Inc. 

"[T]he  system  is  archaic,  it  is  expensive,  it  is  duplicative,  it  is  inefficient,  and  I 
had  never  thought  of  the  word  until  Chairman  Proxmire  used  it,  it  is  certainly  bi- 
zarre." ^^ 

10.  Donald  Regan,  as  Secretary  of  the  Treasury 

"As  financial  service  organizations  offer  increasingly  similar  products  and  serv- 
ices, the  burden  on  them  from  the  present  multiplicity  of  Federal  regulators  also 
increases.  In  many  situations,  a  single  kind  of  institution  or  transaction  is  governed 
by  several  Federal  agencies,  each  applying  independent  and  often  duplicative  or  con- 
fucting  regulations.  For  example,  tnree  separate  agencies  regulate  and  examine 
commercial  banks,  five  agencies  (and  the  Department  of  Justice)  have  some  respon- 


'  Deposit  Insurance  Reform  and  Financial  Modernization,  Hearings  Before  the  Senate  Commit- 
tee on  Banking,  Housing,  and  Urban  A/fairs,  lOlst  Cong.,  2nd  Sess.  775-76  (1990). 


''Regulatory  Consolidation  Proposals,  at  63. 
^Regulatory  Consolidation  Proposals,  at  53. 


^Federal  Bank  Commission  Act — 7976,  Hearings  on  S.2298  Before  the  Senate  Committee  on 
Banking,  Housing,  and  Urban  Affairs,  14th  Cong.,  2nd  Sess.  5-6  (1976). 
^°  Id.  at  9. 
^^  Regulatory  Consolidation  Proposals,  at  17. 
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sibility  regarding  mergers  or  acquisitions  involving  depository  institutions,  three 
agencies  provide  deposit  insurance,  and  one  agency  regulates  bank  holding  compa- 
nies, while  different  agencies  may  regulate  the  subsidiaries  of  the  same  firm."  ^ 

11.  J.L.  Robertson,  former  Vice  Chairman,  Federal  Reserve  Board 

"When  you  have  so  many  people  in  so  many  agencies  fighting  for  their  lives,  try- 
ing to  retain  the  power  that  they  have,  it  is  understand^Ie  that  it  takes  a  great 
deal  of  time  before  you  can  get  Congress  to  adopt  the  legislation.  But  it  will  come 
about  eventually. 

"The  current  structure  of  our  Federal  bank  supervisory  mechanism  has  evolved 
in  a  manner  both  sporadic  and  haphazard.  Needs  have  been  met  as  they  have  aris- 
en. Ad  hoc  solutions  have  been  utilized.  Not  unexpectedly  with  such  a  process,  gaps 
and  loopholes  in  the  structure  of  the  law  have  appeared.  Unnecessarily  complex, 
confusing,  and  even  conflicting  laws  and  procedures  have  all  to  often  resulted  in  un- 
fairness to  both  the  public  and  to  the  banking  community."  ^^ 

"The  nub  of  the  problem,  as  I  see  it,  is  the  simple  fact  that  we  are  looking  for, 
talking  about,  and  reljdng  upon  a  system  where  no  system  exists.  It  is  not  unlike 
the  childhood  fable  of  "The  Emperor's  New  Clothes."  Our  present  arrangement  is 
a  happenstance  and  not  a  system.  In  origin,  function,  and  effect,  it  is  an  amalgam 
of  coincidence  and  inadvertence.  The  notion  of  a  tripartite  banking  system  is  an  ap- 
pealing but  wholly  disingenuous  gloss  applied  to  three  disparate  agencies  of  com- 
pletely diverse  and  independent  origin."  ^* 

"The  idea  that  Federal  bank  supervision  should  be  unified  was  brought  forward — 
although  not  for  the  first  time — just  3  years  ago.  The  idea  faced  an  opposing  army 
then  and  it  does  today. 

"The  most  hostile  and  hard-hitting  battalions  of  that  entrenched  army  consist  of 
those  who  actually  do  not  want  banlc  supervision  to  be  effective.  They  fight  under 
a  banner  bearing  the  motto  "Divide  and  conquer" — and  they  have  done  pretty  well 
along  those  lines.  These  people  want  Federal  bank  supervision  to  be  fragmented; 
they  beUeve — and  there  is  strong  evidence  to  support  their  belief — that  in  such  a 
situation  supervisors  can  be  maneuvered  into  competing  with  one  another,  and  that 
kind  of  competition  takes  the  form  of  a  race  of  laxity  that  defeats  the  fundamental 
purposes  that  should  be  served."  ^' 

12.  Timothy  Ryan,  former  Director,  Office  of  Thrift  Supervision;  Managing  Direc- 
tor, J. P.  Morgan  Securities,  Inc. 

"There  is  only  one  word  to  describe  all  of  this,  and  those  of  you  who  have  ever 
driven  in  mid-town  Manhattan  will  know  exactly  what  I  am  talking  about.  That 
word  is  gridlock. 

"No  one  creating  a  regulatory  system  today  would  design  such  a  mechanism. 

"This  patchwork  of  supervision  was  assembled  before  most  of  us  were  bom.  It  is 
the  ultimate  consequence  of  piecemeal  legislation."  ^® 

13.  William  Seidman,  former  Chairman,  FDIC 

"Why  does  it  not  work  now?  I  think  the  key  reason  that  it  does  not  work  now 
is  that  you  have  three  totally  independent  agencies  in  the  business.  There  is  no 
power  on  earth  that  can  make  them  agree — not  the  President,  not  the  Pope,  not 
anybody.  The  only  power  that  can  make  them  agree  is  the  Congress  of  the  United 
States  by  changing  the  structure  so  that  the  present  setup  does  not  continue."^' 

14.  H.  Joe  Selby,  former  Deputy  Comptroller  of  the  Currency 

"The  present  regulatory  apparatus  is  outdated  and  outmoded.  Created  in  response 
to  financial  crises  and  to  the  introduction  of  new  financial  products,  it  has  been  ren- 
dered inefficient  and  ineffective  in  many  respects  by  the  rapid  changes  in  the  finan- 
cial system.  The  present  structure  of  regulation  became  cumbersome  and  complex 
as  distinct  types  of  institutions  began  to  offer  similar  products  and  services."  ^® 


^Financial  Services  Industry — Oversight,  Hearings  Before  the  Senate  Committee  on  Banking, 
Housing,  and  Urban  Affairs,  98th  Cong.,  Ist  Sees.,  vol.  I,  20  (1983). 

^Federal  Bank  Commission  Act  of  1977  and  Report  of  the  Senate  Governmental  Affairs  Com- 
mittee on  Bank  Regulatory  Agency  Consolidation,  Hearings  Before  the  Senate  Committee  on 
Banking,  Housing,  and  Urban  Affairs,  95th  Cong.,  1st  Sess.  293  (1977)  (."Federal  Bank  Commis- 
sion Act  of  1977"). 

^*  Financial  Institutions  and  the  Nation's  Economy  (FINE),  Hearings  Before  the  Subcommittee 
on  Financial  Institutions  Supervision,  Regulation,  and  Insurance  of  the  House  Committee  on 
Banking,  Currency,  and  Housing,  94th  Cong.,  Ist  and  2nd  Sessions,  Part  3,  2290  (1976). 

^Consolidation  of  Bank  Supervisory  Functions,  at  81-82. 

^^ Regulatory  Consolidation  Proposals,  at  62. 

^''Regulatory  Consolidation  Proposals,  at  15. 

^Regulatory  Consolidation  Proposals,  at  67-68. 
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PREPARED  TESTEVIONY  OF  ANDREW  C.  HOVE,  JR. 

Acting  Chairman,  Federal  Deposit  Insurance  Corporation,  Washington,  DC 

Thank  you,  Mr.  Chairman  and  Members  of  the  Committee.  I  appreciate  the  oppor- 
tunity to  testify  on  behalf  of  the  Federal  Deposit  Insurance  Corporation  on  the  pro- 
posals to  consolidate  the  financial  institution  regulators.  The  subject  is  an  important 
one  that  concerns  the  simplification  of  the  current  complex  system  for  overseeing 
the  banking  and  thrift  industries.  More  broadly,  it  involves  improving  the  efficiency 
of  Government. 

The  FDIC  favors  consolidation  of  the  Federal  financial  institution  regulatory 
structure.  The  current  system  of  four  regulators — the  Federal  Deposit  Insurance 
Corporation,  the  Federal  Reserve  Board,  the  Office  of  the  Comptroller  of  the  Cur- 
rency, and  the  Office  of  Thrift  Supervision — is  not  a  scheme  that  a  rational  individ- 
ual would  design  from  scratch.  The  system  is  a  result  partly  of  ad  hoc  responses 
to  particular  financial  crises  that  occurred  over  a  period  of  150  years.  The  current 
and  improving  health  of  the  industry  makes  this  a  good  time  to  simplify  the  regu- 
latory structure  that  we  have  inherited. 

In  pursuing  the  goal  of  regulatory  consolidation,  however,  we  must  be  careful  not 
to  destroy  the  meritorious  elements  of  the  current  system.  Afler  all,  the  banking  in- 
dustry, under  the  present  regulatory  scheme,  has  been  a  major  contributor  to 
growth  in  the  U.S.  economy,  an  economy  that,  despite  its  faults,  has  been,  and  re- 
mains, one  of  the  most  dynamic  in  the  world.  Moreover,  the  banking  industry  coped 
with  the  problems  of  the  1980's  without  requiring  taxpayers  funds.  In  my  testimony, 
I  will  focus  on  what  is  needed  to  preserve  the  efiectiveness  of  a  fundamental  compo- 
nent of  the  current  system — deposit  insurance.  I  will  also  say  a  few  words  about 
the  desirability  of  retaining  the  dual  banking  system,  which  at  times,  in  the  indus- 
try's history,  has  served  as  a  crucible  of  financial  innovation. 

When  the  details  of  regulatory  consolidation  proposals  are  examined,  one  striking 
fact  is  that  the  importance  of  deposit  insurance  as  a  component  of  Government  over- 
sight of  the  financial  institutions  system  is  rarely  questioned.  All  of  the  current 
major  proposals,  and  all  of  the  realistic  proposals  of  the  last  several  decades  that 
I  am  familiar  with,  recognize  explicitly  or  implicitly  the  central  role  of  deposit  insur- 
ance. Thus,  aU  proposals  call  for  the  continued  existence  of  the  FDIC  as  a  deposit 
insurer.  The  issue  regarding  the  FDIC  becomes  one  involving  essential  authorities 
the  agency  would  need  to  fulfill  effectively  its  deposit  insurance  responsibilities 
under  a  consolidated  regulatory  structure.  These  authorities  fall  into  five  main  cat- 
egories: independence,  funding,  information,  enforcement,  and  resolutions. 

Independence 

Independence  is  at  the  top  of  the  list  of  what  an  effective  Government  deposit  in- 
surer should  have.  The  FDIC  should  not  be  subject  to  control  by  other  Executive 
Branch  agencies.  And  the  FDIC  should  not  be  subject  to  the  pressures  of  the  elec- 
tion cycle.  We  have  only  to  recall  the  experience  of  the  FSLIC  to  realize  the  impor- 
tance of  independence  for  the  deposit  insurer.  As  a  subsidiary  of  an  agency — the 
FHLBB — whose  mandate  included  serving  as  an  advocate  for  the  regulated  indus- 
try, the  FSLIC  was  not  independent  and  was  not  able  to  properly  address  the  indus- 
try's problems. 

The  first  type  of  independence — not  being  subject  to  control  by  other  agencies — 
can  be  accomplished  by  limiting  ex  officio  members  to  a  minority  of  the  FDIC's 
board  of  directors.  If  the  FDIC's  board  consists  of  five  members,  no  more  than  two 
should  owe  their  board  membership  to  other  Government  positions.  For  example,  if 
the  Chairperson  of  the  proposed  Federal  BankingCommission  and  a  designee  of  the 
Secretary  of  the  Treasury  are  members  of  the  FDIC's  board,  the  other  three  mem- 
bers should  be  appointed  to  the  board  by  the  President  and  confirmed  by  the  Sen- 
ate. Among  the  three  Presidential  appointees  would  be  the  Chairperson  and  the 
Vice  Chairperson  of  the  FDIC. 

Indepenaence  from  the  election  cycle — the  second  type  of  independence — could  be 
achieved  by  staggering  the  terms  of  the  Presidential  appointees.  Six-year  staggered 
terms  would  be  one  option.  Of  course,  the  board  should  be  subject  to  the  standard 
requirement  that  no  more  than  a  bare  majority — three  out  of  five  members — could 
be  from  the  same  political  party. 

Funding 

A  crucial  contributor  to  independence  in  general  is  funding  freedom,  and  that 
leads  to  the  second  category  of  authorities  that  the  FDIC  needs  to  be  an  effective 
component  of  a  consolidated  regulatory  structure.  The  FDIC  should  retain  its  budg- 
etary freedom  and  continue  to  determine  its  own  budget  consistent  with  current 
practices.  In  addition,  the  insurer  should  have  the  authority  to  set  assessment  rates 
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for  each  institution,  both  to  maintain  the  insurance  funds  and  to  provide  fair  and 
effective  risk-related  assessments. 

Information 

The  third  category  of  authorities  that  the  FDIC  would  continue  to  need  if  the  cur- 
rent system  is  consolidated  concerns  information.  To  be  effective,  the  FDIC  would 
recpiire  timely  access  to  sufficient  information.  The  FDIC  needs  to  understand  and 
stay  abreast  of  the  changing  nature  of  the  risks  facing  the  banking  industry;  to 
maintain  the  necessary  expertise  in  order  to  analyze  and  interpret  the  information 
provided;  and  to  have  an  adequate  basis  to  conduct  corrective,  resolution,  and  liq- 
uidation activities. 

Several  conclusions  flow  from  the  FDIC's  information  reqpiirements.  One  is  that 
the  Chauperson  of  the  FDIC  should  be  a  member  of  the  proposed  Federal  Banking 
Commission.  This  would  not  only  give  the  FDIC  a  finger  on  the  information  pulse, 
but  also  would  give  the  deposit  insurer  a  say — by  no  means  a  controlling  voice — 
in  overall  bank  regulatory  policy.  Giving  the  FDIC  a  Commission  seat  might  require 
a  Commission  of  seven  members,  but  this  would  help  ensure  that  the  agency,  like 
the  Federal  Reserve  Board,  has  both  access  to  information  and  input  on  regulatory 
and  supervisory  policy  and  procedures,  including  examination  policies,  procedures, 
and  training.  Such  input  is  important  to  enable  the  deposit  insurer  to  monitor  risks 
in  the  banking  and  thrift  system  and  to  the  insurance  ftinds. 

Another  conclusion  from  an  analysis  of  the  FDIC's  information  requirements  is 
that  the  agency  would  need  ready  access  to  all  reports  and  records  of  the  Federal 
Banking  Commission  and  of  State  authorities  relating  to  depository  institutions, 
their  holding  companies,  and  their  affiliates,  as  well  as  the  banking  and  thrift  in- 
dustries in  general.  Included  in  these  needed  reports  and  records  are  all  reports  of 
examinations.  Reports  of  Condition,  and  related  correspondence.  In  addition,  the 
FDIC  needs  a  voice  in  what  information  is  collected  in  these  reports. 

Beyond  access  to  reports  and  records  and  input  on  regulatory  policies  and  proce- 
dures, the  FDIC  would  need  to  retain  meaningiful  backup  authority  to  examine  any 
insured  institution  to  fulfill  the  insurance  function.  Backup  examination  authority 
enables  the  FDIC  to  assess  better  the  risks  posed  to  the  insurance  funds,  to  verify 
information  in  reports  and  records,  and  to  obtain  additional  information  for  insur- 
ance purposes,  to  monitor  troubled  and  potentially  troubled  institutions,  and  to  as- 
sess the  condition  of  institutions  experiencing  unexpected  changes  in  circumstances. 
I  believe  that  these  authorities  have  been  exercised  in  ways  that  are  not  duplicative 
or  unduly  burdensome  to  insured  institutions.  Under  any  consolidation  plan,  it  must 
be  clearly  understood  that  an  effective  deposit  insurer  must  be  able  to  exercise  an 
on-site,  co-examination  role. 

Enforcement 

The  fourth  category  of  authorities  the  FDIC  would  need  concerns  enforcement.  Al- 
though it  would  not  be  a  primary  regulator,  the  FDIC  would  need  to  retain  its  en- 
forcement powers.  For  example,  the  agency  should  continue  to  have  the  authority 
to  approve  or  disapprove  applications  for  deposit  insurance  and  to  terminate  the  in- 
sured status  of  an  institution  if  the  institution  poses  a  threat  to  its  insurance  fund, 
based  on  statutory  criteria. 

Retention  of  the  FDIC's  prompt  corrective  action  authority  under  section  38  of  the 
FDI  Act  also  would  be  important.  This  authority  includes:  (1)  the  authority  to  safe- 
guard the  insurance  funds,  (2)  the  right  to  prevent  a  leverage  limit  of  less  than  2 
percent  being  set  for  the  definition  of  "critically  undercapitalized,"  (3)  the  power  to 
restrict  the  activities  of  critically  undercapitalized  institutions,  and  (4)  the  ri^t  to 
withhold  concurrence  with  a  determination  to  defer  the  appointment  of  a  conserva- 
tor or  receiver  for  a  critically  undercapitalized  institution.  It  also  includes  the  au- 
thorities given  to  the  FDIC  by  Congress  in  FDICIA  to  appoint  itself  as  conservator 
or  receiver  under  certain  conditions  and  when  necessary  to  reduce  the  risk  of  loss 
or  to  reduce  the  expected  loss  to  the  insurance  fund. 

Resolutions 

The  final  category  in  the  list  of  what  the  FDIC  would  need  as  an  independent 
insurer  under  regulatory  consolidation  is  resolutions  authority.  The  FDIC  should 
keep  its  current  authority  with  respect  to  failing  and  failed  institutions,  to  act  as 
receiver  or  conservator  for  insured  institutions,  and  to  appoint  itself  receiver  or  con- 
servator of  critically  undercapitalized  and  other  institutions.  The  agency  also  should 
retain  discretion  regarding  the  purchasers  of  failed  institutions,  and  the  cross-guar- 
anty authority  currently  in  section  5(e)  of  the  FDI  Act. 


172 

Dual  Banking  System 

Before  concluding,  I  want  to  say  a  few  words  about  the  dual  banking  system,  and 
the  FDIC's  relationship  to  it. 

From  the  Nation's  founding,  the  States  have  had  a  role  in  bank  regulation  and 
supervision.  Until  the  Civil  War  period,  the  State  role  was  dominant.  From  the  time 
of  the  establishment  of  the  national  banking  system  during  that  war,  the  States 
have  divided  oversight  responsibilities  with  the  Federal  Government.  The  result  has 
been  a  vibrant,  healthy  banking  system.  Significant  banking  innovations  have  blos- 
somed under  the  auspices  of  State  authorities.  For  example,  the  growth  of  checking 
accounts  after  the  Civil  War,  the  spread  of  branching  in  the  late  19th  and  the  early 
20th  Centuries,  and  the  development  of  NOW  (negotiable  order  of  withdrawal)  ac- 
counts in  the  1970's  were  all  the  result  of  initiatives  by  State-regulated  institutions. 

Regulatory  consolidation  achieved  at  the  expense  of  the  innovation-fostering  dual 
banking  system  would  be  unfortunate.  The  FDIC  currently  exercises  a  power  that 
bears  on  the  vitality  of  the  dual  banking  system.  The  agency  rules  on  the  permis- 
sibility of  activities  of  State-chartered  banks.  Given  the  authority  over  State  powers 
that  Congress  gave  the  FDIC  in  FDICIA,  the  FDIC  can  balance  innovation  and  any 
risks  to  the  insurance  fund.  If  this  authority  were  transferred  to  the  proposed  Fed- 
eral Banking  Commission,  all  of  the  authority  to  determine  the  powers  of  banking 
organizations  in  a  changing  world  would  rest  with  one  Federal  Government  body, 
the  Commission.  The  important  innovative  character  of  the  dual  banking  system 
would  be  compromised.  Consequently,  leaving  the  authority  to  rule  on  the  permis- 
sibility of  the  activities  of  State  banks  with  the  FDIC  would  seem  to  be  advisable. 

Finally,  while  our  testimony  does  not  address  other  issues  regarding  personnel, 
facilities,  etc.,  these  matters  will  obviously  need  the  attention  of  Congress  in  the 
near  future.  My  staff  informally  has  discussed  some  of  these  administrative  matters 
with  the  Office  of  Management  and  Budget  and  the  Treasury  Department. 

Conclusion 

To  summarize  my  testimony,  the  FDIC  favors  a  simplifying  consolidation  of  the 
l(ank  regulatory  system.  The  current  system  is  not  the  implementation  of  a  well- 
thought-out  plan  but  the  consequence  of  ad  hoc  responses  to  financial  crises  reach- 
ing back  to  the  middle  of  the  19th  Century.  Consolidation  could  eliminate  some  of 
the  costly  redundancies  and  unnecessary  complexities  that  have  developed. 

In  pursuing  the  goal  of  a  more  efficient  regulatoiy  scheme,  we  should  be  careful 
to  preserve  the  good  parts  of  the  current  structure.  One  essential  feature  of  the  cur- 
rent structure  is  the  independence  of  the  deposit  insurer.  It  is  most  imperative  that 
we  avoid  compromising  the  efTectiveness  of  the  deposit  insurance  program.  For  60 
years.  Federal  deposit  insurance  has  been  a  fundamental  component  of  a  largely 
successful  bank  oversi^t  structure. 
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Acting  Director,  Office  of  Thrift  Supervision,  Washington,  DC 

Summary 

The  Office  of  Thrift  Supervision  ("OTS")  strongly  supports  consolidation  of  Federal 
supervisory  responsibility  for  all  banks  and  thrifts  into  a  single  Federal  Banking 
Commission. 

Especially  at  a  time  when  banks  and  thrifts  are  steadily  losing  customers  to  their 
less  regulated  competitors,  it  is  imperative  that  we  find  ways  to  improve  our  Fed- 
eral regulatory  system. 

The  objective  of  the  system  should  be  to  preserve  safety  and  soundness,  while 
avoiding  placing  unnecessary  burdens  on  regulated  institutions  or  stifling  innova- 
tion. I  suggest  three  simple  principles,  summarized  below,  for  measuring  the  extent 
to  which  our  current  system,  or  any  proposed  alternative,  meets  this  objective. 

1.  Efficiency.  There  is  significant  redundancy  in  many  of  the  tasks  now  being  per- 
formed by  the  four  Federal  bank  and  thrift  agencies.  Not  only  do  the  four  agencies 
maintain  separate  administrative  support  systems,  they  also  maintain  separate  reg- 
ulations, policies,  procedures,  and  expertise  in  key  regulatory  areas  that  need  not 
vary  by  charter  type — such  as  capital,  accounting,  transactions  with  affiliates,  lend- 
ing limits,  appraisal  standards,  and  consumer  protection.  Moreover,  under  the  cur- 
rent system,  a  single  group  of  affiliated  financial  institutions  can  end  up  being  su- 
pervised and  examined  by  two,  three,  or  sometimes  even  four  of  the  Federal  bank 
and  thrift  regulatory  agencies.  Consolidation  would  eliminate  these  redundancies. 
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The  efTiciencv  of  our  current  regulatory  system  is  also  substantially  hindered  by 
regulatory  gridlock.  In  an  effort  to  maintain  some  level  of  consistency,  the  four 
agencies  consult  extensively  before  most  major  regulatoiy  initiatives.  The  result  is 
that  significant  regulatory  safety  and  soundness  initiatives  have  taken  years  to 
emerge  from  this  interagency  process.  Unfortunately,  long  and  tedious  negotiations 
are  the  rule,  rather  than  the  exception,  in  this  process.  Neither  institutions  nor  tax- 
payers can  afford  to  wait  for  years  when  regulatory  changes  are  needed  to  respond 
to  market  innovations  or  to  thi^ats  to  safety  and  soundness. 

The  efficiency  of  our  current  regulatory  system  is  also  adversely  affected  by  the 
loooholes  and  inconsistencies  that  inevitably  arise  when  there  are  four  separate 
Federal  regulators.  Notwithstanding  efforts  at  interagency  coordination,  numerous 
differences  still  exist  in  the  regulatory  approaches  of  me  four  agencies.  This  affects 
the  ability  of  banks  and  thrifts  to  compete  on  a  level  playing  field.  For  example,  the 
regulatory  costs  of  Federal  supendsion  are  unevenly  spread  among  banks  and 
thrifts.  In  addition,  attention  has  recently  been  focused  on  the  fact  that  OTS-super- 
vised  thrifts  converting  from  mutual  to  stock  form  oft«n  face  more  stringent  rules 
than  thrifts  not  sup>ervised  by  OTS. 

We  need  to  eliminate  the  inconsistency,  gridlock,  and  redundancy  that  are  the  in- 
evitable byproducts  of  a  system  with  four  separate  Federal  regulators.  Consolidation 
will  do  this. 

2.  Effectiveness.  It  is  impossible  to  have  an  effective  regulatory  system  unless  the 
agencies  administering  the  system  have  adequate  funding  and  are  able  to  recruit 
and  retain  well-trained  professionals.  If  the  current  regulatory  system  is  left  in 
place,  the  OTS  may  become  vulnerable  on  this  point. 

Since  the  OTS  was  established  in  1989,  thrift  industry  assets  have  declined  by 
37  percent.  In  recent  years,  most  of  this  decline  has  been  due  to  voluntary  conver- 
sions and  mergers  and  acquisitions  resulting  in  charter  changes.  OTS  has  responded 
to  this  phenomenon  by  reaucing  its  staff  by  44  percent  over  the  past  4V2  years.  Ad- 
ditional reductions  will  be  required  since  shrinkage  of  the  thrift  industry  continues. 
Unless  something  changes,  OTS  faces  a  prolonged  period  of  indefinite,  continuous 
downsizing. 

Companies  or  agencies  faced  with  indefinite  downsizing  must  either  consolidate 
or  go  out  of  business.  Surviving  as  a  stand-alone  organization,  under  such  cir- 
cumstances, becomes  virtually  impossible  because  the  best  people  in  the  organiza- 
tion eventually  give  up  hope  and  leave,  creating  significant  quality  control  problems. 
We  cannot  afford  a  repeat  of  the  mid-1980's  scenario  of  a  weak,  understaffed  thrift 
supervisory  effort. 

Consolidation  of  the  four  Federal  bank  and  thrift  agencies  would  resolve  this  po- 
tential quality-control  problem  because,  among  other  things,  the  consolidated  agency 
would  continue  to  regulate  converting  institutions  regardless  of  what  form  their 
charter  takes. 

3.  Separation  of  Regulatory  Functions.  One  of  the  most  important  lessons  learned 
from  the  thrift  crisis  is  that  the  same  regulatory  agency  should  not  serve  both  as 
safety  and  soundness  regulator  tmd  deposit  insurer.  As  the  experience  of  the  former 
Federal  Home  Loan  Bank  Board  ("Bank  Board")  demonstrates,  the  responsibilities 
of  safety  and  soundness  supervision  and  deposit  insurance  may  at  times  be  in  con- 
flict. The  Bank  Board  allowed  concern  about  depletion  of  the  insurance  fund  to 
cause  it  to  become  a  lenient  safety  and  soundness  regulator.  The  opposite  problem 
can  also  arise — an  agency  may  place  so  much  emphasis  on  protecting  the  insurance 
fund  that  it  becomes  unduly  rigid  in  responding  to  industry  innovations. 

The  proposed  consolidation  would  result  in  clear  separation  of  safety  and  sound- 
ness and  insurance  responsibilities.  The  Federal  Deposit  Insurance  Corporation 
("FDIC")  will  continue  to  insure  the  deposits  of  banks  and  thrifts.  The  new  agency 
will  have  no  insurance  function.  In  adoition,  primary  supervisory  responsibility  for 
State  nonmember  banks  will  be  transferred  from  the  FDiC  to  the  new  agency,  put- 
ting an  end  to  the  FDIC's  Bank  Board-like  dual  role  of  insurer  and  regulator.  This 
will  ensure  a  healthy  distribution  of  regulatory  responsibilities  between  the  Com- 
mission, as  pure  safety  and  soundness  regulator,  and  the  FDIC,  as  pure  insurer. 

Introduction 

Mr.  Chairman  and  Members  of  the  Committee,  I  appreciate  this  opportunity  to 
present  the  views  of  the  Office  of  Thrift  Supervision  ("OTS")  on  the  Administration's 
proposal  to  consolidate  Federal  supervision  of  all  banks  and  thrifts  insured  by  the 
Federal  Deposit  Insurance  Corporation  (TDIC")  into  a  single  agency. 

The  Federal  (jovemment  has  an  obligation  to  ensure  that  its  regulation  of  banks 
and  thrifts  is  efficient,  effective,  and  flexible  and  that  it  adapts  to  changing  condi- 
tions. Our  country  has  been  well-served  by  our  depository  system  of  banks  and 
thrifts.  They  form  one  of  the  cornerstones  of  our  economy. 
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In  recent  years,  however,  nonbank  providers  of  financial  services  have  entered 
many  of  the  traditional  lending  areas  that  were  once  served  primarily  by  banks  and 
thrifts.  The  result  has  been  that  banks  and  thrifts  have  steadily  lost  customers  to 
other  types  of  financial  companies  such  as  mortgage  companies,  Government-spon- 
sored financial  intermediaries,  securities  firms,  investment  companies,  and  the  fi- 
nancial affiliates  of  major  corporations.  These  companies  are  typically  subject  to 
much  less  extensive  Gk)vemment  regulation  than  banks  and  thrifts. 

There  have  been  similar  trends  in  deposits.  While  the  total  combined  deposits  of 
banks  and  thrifts  have  experienced  no  net  growth  since  1989,  the  total  assets  of  mu- 
tual funds  and  money  market  funds  have  shot  up  by  92  percent  from  $994  biUion 
to  $1.9  trillion  as  of  the  end  of  the  third  quarter  of  1993.  This  compares  to  total 
bank  and  thrift  deposits  of  $3.4  trillion. 

At  a  time  when  slight  differences  in  operating  expenses  can  make  the  difference 
between  success  and  failure,  some  analysts  have  begun  to  question  whether  banks 
and  thrifts  can  eflFectively  compete  with  their  less  regulated  counterparts. 

For  this  reason,  among  many  others,  it  is  imperative  that  we  find  ways  to  im- 
prove our  Federal  regulatory  system  for  banks  and  thrifts. 

The  objective  of  our  regulatory  system  should  be  to  preserve  safety  and  sound- 
ness, while  avoiding  placing  unnecessary  burdens  on  regulated  institutions  or  sti- 
fling innovation.  I  suggest  three  simple  principles  for  measuring  the  extent  to  which 
our  current  system,  or  any  proposed  alternative,  meets  this  objective: 

1.  Efficiency.  Does  the  regulatory  system  avoid  overlap  and  duplication?  Does  it 
allow  for  early  identification  and  rapid  response  to  problems?  Is  the  system  flexible 
and  open  to  innovation?  Can  regulated  institutions  receive  prompt  consideration  of 
proposed  changes  in  their  business  strategies? 

2.  Effectiveness.  Does  the  regulatory  system  have  adequate  resources?  Is  it  able 
to  attract  and  retain  competent  supervisory  staff? 

3.  Separation  of  Core  Functions.  Is  regulatory  responsibility  allocated  in  a  manner 
that  avoids  systemic  conflicts  that  may  compromise  safety  and  soundness  or  other 
regulatory  objectives? 

Our  current  bank  regulatory  system  does  not  fare  well  under  these  three  criteria, 
especially  the  first — efficiency.  A  regulatory  system  that  is  inefficient  will  drive  up 
the  cost  of  doing  business  for  regulated  institutions,  will  be  slow  to  authorize  new 
products  and  services  for  consumers,  and  will  fail  to  respond  quickly  to  threats  to 
safety  and  soundness  or  to  consumers.  For  these  reasons,  an  inefficient  system  will 
ultimately  weaken  the  industry  it  regulates  and  fail  to  preserve  safety  and  sound- 
ness. 

Those  who  are  not  involved  in  bank  and  thrift  regulation  on  a  daily  basis  may 
not  realize  the  fuU  extent  of  the  inefficiency  in  our  current  regulatory  system.  In 
my  testimony  today,  I  will  provide  concrete  examples. 

I  will  also  explain  why  I  believe  our  current  system  is  vulnerable  in  the  other  two 
areas  I  have  highlighted — effectiveness  and  separation  of  core  regulatory  functions. 

The  Administration  has  responded  to  the  problems  of  our  current  system  by  pro- 
posing to  consolidate  Federal  supervisory  responsibility  for  all  FDIC-insured  banks 
and  thrifts  into  a  single  Federal  Banking  Commission.  Similar  proposals  have  been 
made  by  the  Chairman  of  this  Committee  and  its  Ranking  Minority  Member,  and 
by  the  Chairman  of  the  House  Committee  on  Banking,  Finance  and  Urban  Affairs 
and  twelve  other  Members  of  that  Committee.  Another  proposal  that  would  result 
in  consolidation  of  the  OTS  and  the  Office  of  the  Comptroller  of  the  Currency 
("OCC"),  and  some  realignment  of  supervisory  Jurisdiction  among  the  Federal  bank- 
ing agencies,  has  been  made  by  the  Ranking  Minority  Member  of  the  House  Com- 
mittee on  Banking. 

I  strongly  support  consolidation  of  Federal  supervisory  responsibility  for  all  FDIC- 
insured  banks  and  thrifts  into  a  single  Federal  Banking  Commission.  Consolidation 
will  make  our  regulatory  system  much  more  efficient  and  effective,  while  ensuring 
proper  separation  of  core  regulatory  functions. 

I.  Efficiency 

The  first  of  the  three  key  standards  I  have  suggested  for  evaluating  the  current 
bank  regulatory  system,  and  any  new  system,  is  efficiency.  Our  current  system  is 
ineflicient  for  at  least  three  reasons. 

A.  Needless  Duplication  and  Inconsistencies 

There  is  substantial  overlap  in  many  of  the  functions  currently  performed  by  the 
four  Federal  bank  and  thrift  regulatory  agencies.  Each  of  the  agencies  has  its  own 
unique,  yet  redundant,  personnel  and  administrative  support  systems,  contract  and 
procurement  processes,  accounting  and  records  systems,  and  regional  offices.  After 
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a  transition  period,  savings  could  be  achieved  from  the  economies  of  scale  that 
would  result  from  combining  these  duplicative  functions. 

Beyond  this,  however,  I  believe  that  significant  efliciencies  could  also  be  achieved 
by  further  standardizing  safety  and  sounaness  and  consumer  compliance  regulation. 
I  am  speaking  not  only  of  the  text  of  the  rules,  but  also  implementation  of  the  rules. 
This  type  of  standardization  could  be  achieved  without  compromising  the  integrity 
of  the  different  forms  of  depository  institution  charters.  The  core  of  various  regu- 
latory fundamentals — such  as  capital,  accounting,  transactions  with  affiliates,  lend- 
ing limits,  appraised  standards,  and  appropriate  disclosure — need  not  vary  by  insti- 
tution type,  even  though  other  charter-specific  rules  are  required  to  reflect  charter 
distinctions.  Indeed,  in  recent  years.  Congress  has  mandated  that  the  four  Federal 
bank  and  thrift  agencies  standardize  their  rules  in  many  of  these  areas,  and  the 
agencies  now  voluntarily  try  to  coordinate  decisionmaking  in  all  key  policy  areas. 

Nevertheless,  under  the  current  system,  each  agency  still  typically  develops  its 
own  implementing  policies  and  procedures,  trains  its  examiners  separately,  and 
maintains  its  own  set  of  specialists  in  each  regulatory  area.  The  result  is  frequent 
duplication  of  effort  and  inconsistency  among  tne  agencies  in  their  implementation 
of  the  rules. 

However,  problems  with  duplication  and  waste  do  not  stop  here.  Even  if  the  four 
agencies  were  able  to  achieve  perfect  harmony  in  their  regulatory  and  supervisory 
approaches,  institutions  would  still  be  forced  to  be  examined  by  and  answer  to  mul- 
tiple regulators.  Under  the  current  system,  it  is  possible — and  quite  common — for 
a  single  group  of  affiliated  financial  institutions  to  be  regulated  by  more  than  one — 
and  sometimes  all — of  the  Federal  bank  and  thrift  regulators.  For  example,  a  group 
of  companies  that  includes  a  holding  company  with  a  national  bank  subsidiary,  a 
State  nonmember  bank  subsidiary,  and  a  thrift  subsidiaiy  will  be  examined  and 
regulated  by  all  four  Federal  bank  and  thrift  regulators.  In  this  type  of  corporate 
structure,  the  Federal  Reserve  Board  and  the  OTS  share  responsibility  for  examin- 
ing and  supervising  the  holding  company;  the  OCC  examines  and  supervises  the  na- 
tional bank;  the  FDIC  examines  and  supeivises  the  State  nonmember  bank;  and  the 
OTS  examines  and  supervises  the  thrift.  Almost  half  of  all  bank  and  thrift  assets 
are  held  by  organizations  that  are  now  regulated  by  three  or  four  of  the  Federal 
bank  and  thrift  agencies. 

This  multiple-regulator  approach  not  only  pleices  tremendous  demands  on  the  re- 
sources of  the  agencies  and  institutions  involved,  but  also  makes  it  cumbersome  for 
any  one  regulator  to  get  a  complete  picture  of  the  safety  and  soundness  of  the  entire 
corporate  structure. 

The  proposed  consolidation  of  the  supervisory  jurisdiction  of  the  four  Federal  bank 
and  thrift  agencies  would  put  an  end  to  this  awkward  and  wasteful  system  of  regu- 
lation. 

B.  Regulatory  Gridlock 

Under  the  current  bank  and  thrift  regulatoiy  system,  most  significant  regulatory 
initiatives  involve  interagency  consultation.  Building  consensus  frequently  takes 
months,  sometimes  even  years — and,  in  the  process,  consumes  significant  staff  re- 
sources. Although  interagency  committees  act  in  good  faith,  inevitably  a  certain 
amount  of  bureaucracy,  rivalry,  and  turf  consciousness  creeps  into  the  process. 
There  is  a  natural  tendency  for  each  agency  to  think  it  has  tne  better  idea.  With 
the  decisionmaking  process  split  among  the  four  agencies,  there  is  a  loss  of  account- 
ability. New  initiatives  and  innovations  often  get  bogged  down  in  endless  inter- 
agency debates. 

Let  me  offer  some  examples.  In  the  summer  of  1989,  the  four  batnk  and  thrift 
agencies  formed  a  working  group  to  develop  common  rules  to  govern  the  capital 
treatment  of  recourse  obligations.  These  are  the  obligations  that  institutions  incur 
when  they  sell  loans  or  other  assets  subject  to  an  agreement  to  repurchase  or  re- 
place the  assets  if  they  go  into  default.  This  was  an  important  safety  and  soundness 
initiative  because  banks  and  thrifts  regularly  engage  in  billions  of  dollars  of  re- 
course transactions.  Under  existing  capital  rules,  various  forms  of  recourse  trans- 
actions that  present  the  same  level  of  economic  risk  get  veiy  different  capital  treat- 
ment. In  theory,  therefore,  institutions  are  either  being  required  to  reserve  far  too 
much  or  far  too  little  capital  in  connection  with  their  recourse  transactions.  Not- 
withstanding the  importance  of  this  issue,  the  interagency  working  group  took  a  full 
year  to  agree  on  the  wording  of  an  Advance  Notice  of  Proposed  Rulem^ing  that 
merely  announced  the  issues  under  consideration  and  requested  public  comment. 
Thereafter,  it  took  another  3V2  years,  until  December  of  1993,  for  the  interagency 
group  to  reach  agreement  on  a  proposed  regulation.  Thus,  almost  5  years  have 
passed  and  the  agencies  are  still  at  the  proposal  stage.  No  final  rulemaking  is  amy- 
where  in  sight. 
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Another  example  of  the  regulatory  gridlock  that  results  from  the  current  four- 
agency  system  is  in  the  area  of  allowances  for  loan  losses.  In  December  of  1990,  the 
four  agencies  formed  a  working  group  to  prepare  more  detailed  guidance  for  examin- 
ers and  institutions  in  determining  loan  loss  allowances.  This,  too,  is  an  area  of  crit- 
ical regulatory  importance  since  examiners  and  institutions  frequently  disagree 
about  loan  loss  allowances  and  such  allowances  have  a  direct  impact  on  an  institu- 
tion's bottom  Une.  It  nevertheless  took  until  December  of  1993,  3  full  years,  to  reach 
agreement  on  an  interagency  policy  statement  on  loan  loss  allowances.  What  is  even 
more  frustrating  is  that  the  last  12  months  of  interagency  meetings  resulted  in  very 
few  substantive  changes  to  the  policy  statement. 

The  problem  with  this  interagency  process  is  not  the  people  who  have  staffed  the 
interagency  committees.  These  people  have  worked  extremely  hard  and  long  hours 
to  reach  consensus.  The  problem  is  with  the  cumbersomeness  of  the  process. 

This  is  no  way  to  regulate  a  financial  system  where  there  are  frequent  changes 
that  require  rapid  responses.  When  changes  are  needed  to  respond  to  market  inno- 
vations or  to  threats  to  safety  and  soundness,  neither  institutions  nor  taxpayers  can 
afford  to  wait  for  months  or  years.  Especially  when  safety  and  soundness  issues  are 
at  stake,  we  should  not  tolerate  a  system  that  takes  years  to  react. 

Creation  of  a  single  Federal  safety  and  soundness  regulator  will  put  an  end  to 
this  cumbersome,  resource-intensive  process  of  interagency  policymaking. 

C.  Level  Playing  Field 

The  third  problem  with  the  efficiency  of  the  current  system  is  the  differences  and 
the  inequities  that  arise  when  there  are  multiple  Federal  regulators.  The  costs  asso- 
ciated with  inconsistencies  in  the  operations  of  the  individual  agencies  far  outweigh 
any  marginal  benefits  that  may  result  from  allowing  institutions  to  choose  their 
Federal  regulator. 

For  instance,  during  much  of  the  1980's,  thrift  institutions  were  allowed  to  oper- 
ate at  capital  levels  below  that  of  their  bank  competitors.  While  this  provided  poorly 
capitalized  thrifts  with  a  competitive  advantage  over  weak  banks,  the  ultimate  costs 
were  huge.  More  recently,  the  public  has  focused  on  the  fact  that  OTS-supervised 
thrifts  converting  from  mutual  to  stock  form  often  face  more  stringent  rules  than 
converting  thrifts  that  are  not  supervised  by  OTS. 

Sometimes  the  differences  are  more  subtle.  Statutes  and  their  implementing  rules 
are  sometimes  interpreted  more  conservatively  by  one  agency  than  another.  Dif- 
ferences also  arise  solely  due  to  timing,  as  is  illustrated  by  implementation  of  an 
interest  rate  risk  model  for  thrifts  but  not  for  banks. 

Some  differences  result  directly  in  higher  regulatory  costs.  The  fact  that  institu- 
tions examined  by  the  OTS  and  OCC  are  assessed  for  the  cost  of  supervision  while 
State-chartered  banks  are  not  assessed  for  their  Federal  supervision  places  eco- 
nomic pressure  on  institutions  to  change  their  charters.  The  cost  to  institutions  of 
such  differences  affects  their  ability  to  compete. 

TTie  existence  of  four  different  Federal  regulators  with  four  different  experiences, 
approaches,  and  perspectives  inevitably  creates  openings  that  some  institutions  will 
rush  to  exploit. 

I  believe  in  the  importance  of  flexibility  and  innovation  in  Federal  bank  and  thrift 
regulation.  We  do  not  want  backward-looking  agencies  that  stifle  legitimate  cor- 

f>orate  transactions  or  innovations.  But  the  notion  that  competing  Federal  regu- 
ators  are  necessary  to  ensure  adequate  flexibility  and  innovation  is  not  credible. 
This  notion  is  completely  foreign  to  any  area  of  Federal  regulation  other  than  bank- 
ing. This  notion  is  also  inconsistent  with  the  major  banting  statutes  enacted  by 
Congress  in  recent  years,  which  have  required  increased  standardization  in  safety 
and  soundness  and  consumer  regulation. 

I  do  not  mean  to  suggest,  however,  that  consolidation  of  the  Federal  bank  and 
thrift  agencies  wiU  mean  that  all  banks  and  thrifts  must  be  regulated  exactly  the 
same,  even  at  the  Federal  level.  Thrifts  feel  just  as  strongly  as  State  banks  about 
the  importance  of  being  regulated  by  persons  who  understand  and  respect  their  spe- 
cialized operations.  It  is  not  necessary  to  eliminate  distinctions  among  national 
banks.  Federal  thrifts.  State  thrifts.  State  member  banks,  and  State  nonmember 
banks.  In  fact,  taking  a  "one  size  fits  all"  approach  to  regulation  fails  to  recognize 
the  legitimate  charter  differences  that  currently  exist  among  institutions.  What  we 
need  is  to  eliminate  the  loopholes,  pointless  differences,  and  waste  that  are  the  inev- 
itable product  of  a  Federal  system  with  separate  agencies  with  distinct  regulatory 
agendas.  This  is  what  the  Administration's  consolidation  proposal  would  accomplish. 

II.  Effectiveness 

The  second  of  the  three  criteria  that  I  have  suggested  for  measuring  the  perform- 
ance of  our  current  Federal  bank  and  thrift  regulatory  system  and  any  new  system 
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is  efTectiveness.  It  is  not  possible  to  have  an  effective  regulatoiy  system  unless  the 
agencies  administering  the  system  have  adequate  funding  and  are  able  to  recruit 
and  retain  well-trained  staffs. 

I  am  concerned  that  if  the  present  regulatory  system  is  left  in  place,  the  OTS  may 
become  vulnerable  to  failing  the  effectiveness  test.  The  number  of  OTS-supervised 
thrifts  has  been  rapidly  dwindling  since  passage  of  the  Financial  Institutions  Re- 
form, Recovery,  and  Enforcement  Act  of  1989  (TTRREA").  Ironically,  this  comes  at 
a  time  when  the  thrift  industry  has  recovered  from  the  financial  trauma  of  the 
1980's.  During  the  third  qruarter  of  1993,  95  percent  of  all  OTS-supervised  private- 
sector  thrifts  were  profitaole  and  99  percent  of  these  thrifts  met  or  exceeded  their 
statutorv  capital  requirements. 

The  OTS,  which  is  not  quite  5  years  old,  has  woi^ed  closely  with  the  Federal 
banking  agencies  to  develop  sound  regulatory  policies  for  thrift  institutions  that  are 
consistent  with  those  applied  to  conunercial  banks.  The  recovery  of  the  thrift  indus- 
try is  due  in  part  to  the  aggressive  supervisory  and  enforcement  activities  of  OTS 
both  in  weeding  out  nonviable  thrifts  irom  the  industry  and  working  closely  with 
weak  but  viable  thrifts  to  facilitate  their  recapitalization. 

Despite  its  fmancial  recovery,  however,  the  thrift  industry  continues  to  shrink 
rapidly.  Since  enactment  of  FtRREA,  thrift  industry  assets  have  declined  steadUy 
from  $1.3  trillion  to  $821  billion  as  of  the  end  of  the  third  quarter  of  1993.  During 
the  first  few  years  after  FIRREA,  most  of  this  shrinkage  was  due  to  resolutions  oi 
insolvent  thrifts.  More  recently,  the  shrinkage  is  largely  due  to  voluntary  conver- 
sions and  acquisitions  and  mergers  that  result  in  charter  changes. 

There  are  six  principal  reasons  why  institutions  have  been  voluntarily  dianging 
charters: 

•  The  Impending  SAIF/BIF  Premium  Differential— Baxik  Insurance  Fund  ("BIF") 
premiums  could  decrease  substantially  in  the  near  future,  whereas  Savings  Asso- 
ciation Insurance  Fund  ("SAJF")  premiums  are  likely  to  remain  at  or  near  their 
current  level  or  even  increase — primarily  because  over  40  percent  of  all  SAIF  pre- 
miums are  being  diverted  to  pay  interest  on  the  long-term  bonds  issued  by  the 
Financing  Corporation;^ 

•  Mandatory  Federal  Home  Loan  Bank  C'FHLBank")  Membership — OTS-supervised 
thrift  institutions  alone,  among  the  various  types  of  depository  institutions,  are 
required  by  statute  to  be  FHLBank  members; 

•  Examination  Fees— Unlike  OCC  and  OTS,  neither  the  FDIC  nor  the  Federal  Re- 
serve Board  charge  institutions  under  their  supervision  for  examination  and  su- 
pervisory activities; 

•  Differences  in  Regulatory  Scrutiny — Some  OTS-supervised  thrifts  converting  to 
State  savings  bank  charters  appear  to  believe  they  will  gain  a  more  advantageous 
regulatory  environment; 

•  Differences  in  Statutory  Powers — Some  thrifts  are  converting  to  national  or  State 
bank  charters  in  order  to  utiUze  the  broader  range  of  lending  and  other  powers 
available  to  banks; 

•  Industry  Consolidation — Some  thrifts  are  giving  up  their  charters  in  acquisitions 
and  mergers  with  banks  as  part  of  the  general  trend  toward  Industry  consolida- 
tion. 

Some  of  these  reasons  for  thrift  charter  conversions  are  market  driven.  Others 
raise  significant  public  policy  questions  that  may  call  for  a  legislative  response.  I 
am  not  here  to  argue  that  Congress  should  halt  the  decline  in  OTS-supervised 
thrifts.  Rather,  my  inmiediate  concern  is  whether  OTS  can  continue  to  do  its  job 
if  the  thrift  industry  continues  to  shrink  in  the  fiiture  as  rapidly  as  it  has  over  the 
last  several  years. 

Shrinkage  in  the  industry  affects  OTS's  assessment  income  and  the  number  of 
staff  needed  to  fulfill  our  regulatory  mandate.  At  first  blush,  this  would  seem  to 
present  no  problem — the  simple  solution  is  to  reduce  staff  and  expenditures  as  the 
industry  shrinks,  and  increase  assessments  when  necessary.  To  date,  the  OTS  has 
worked  hard  to  limit  assessment  increases,^  and  instead  has  acted  aggressively  to 
reduce  expenditures  and  staff. 

Shortly  after  FIRREA  was  passed,  the  OTS  had  3,389  employees.  Today  we  have 
only  1,896.  This  represents  a  decrease  of  44  percent,  which  has  been  accomplished 
through  a  combination  of  attrition,  early  outs,  and  multiple  reductions  in  force 


^  Prior  to  extension  of  the  statutory  SAIF  exit  moratoriom  late  last  year,  many  thrifts  were 
converting  to  bank  charters  to  position  themselves  to  leave  the  SAIF  quickly  when  the  morato- 
rium expired.  Although  thrifts  can  no  longer  hope  to  escape  the  SAIF  via  charter  conversiMis, 
the  impending  premium  differential  is  still  likely  to  cause  industry  shrinkage  as  institutions 
downsize  or  go  out  of  business  due  to  competitive  disadvantage. 

^The  OTS  is  currently  considering  adjusting  its  asseesment  system  to  increase  OTS  revenue. 
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("RIF's").  Our  staff  cuts  over  the  last  4  years  have  averaged  over  12  percent  per 
year. 

Even  after  4  years  of  downsizing,  however,  there  is  no  end  in  sight.  The  loss  of 
jobs  has  been — and  will  continue  to  be — painful  for  those  who  are  most  directly  af- 
fected by  our  downsizing.  But  we  have  faced  our  problems  squarely  and  have  contin- 
ued to  shrink  with  the  industry.  I  am  proud  of  the  excellent  job  that  OTS  stafThas 
done  despite  all  the  uncertainty. 

What  concerns  me  about  downsizing  is  not  the  decline  in  the  raw  number  of  em- 
ployees at  OTS.  I  would  not  argue  that  there  is  some  specific  number  of  employees 
below  which  OTS  cannot  properly  do  its  iob.  There  are  Government  agencies  that 
function  well  with  considerably  less  staff  than  the  OTS  stiU  has.  Our  problem  is  not 
size,  as  such. 

Rather,  the  problem  lies  in  the  dynamics  of  an  agency  that  is  in  an  indefinite, 
continuous  downsizing  spiral.  It  is  not  uncommon  for  corporations  and  Government 
agencies  to  experience  several  years  of  significant  downsizing.  In  these  situations 
employees  know  that  if  they  can  hang  on  lor  a  few  years,  their  company  or  agency 
will  stabilize  and  the  threat  of  layoffs  will  subside.  But  that  is  not  our  situation. 
We  must  assume  that  it  is  possible  that  we  will  face  continuous  downsizing. 

Companies  or  agencies  faced  with  indefinite  decline  must  either  consolidate  or  go 
out  of  Dusiness.  Surviving  as  a  stand-alone  organization  under  such  circumstances 
becomes  virtually  impossible  because  the  best  people  in  the  organization  eventually 
give  up  hope  and  leave.  As  a  result,  an  organization  facing  long-term  decline  wiU 
nave  trouble  maintaining  its  performance  quality. 

Let  me  offer  a  practical  example.  Earlier  in  my  testimony,  I  alluded  to  the  fact 
that  the  OTS  recently  promulgated  rules  implementing  Congress'  mandate  to  regu- 
late interest  rate  risk.  This  represents  a  significant  advance  in  safety  and  soundness 
regulation.  However,  our  ability  to  follow  through  and  effectively  supervise  this  new 
program  could  be  in  jeopardy.  Over  the  past  24  months,  the  OTS  has  lost  several 
of  its  key  interest  rate  risk  experts.  To  date,  our  efforts  to  hire  qualified  replace- 
ments have  been  unsuccessful;  candidates  have  expressed  concern  regarding  the  fu- 
ture of  the  agency.  If  we  lose  one  or  two  more  people  in  this  highly  specialized  area, 
we  may  not  nave  the  necessary  expertise  to  implement  our  interest  rate  risk  pro- 
gram effectively. 

This  is  just  one  example  that  could  be  repeated  in  a  number  of  areas.  Successful 
supervision  of  sophisticated  financial  institutions  requires  a  core  of  highly  skilled 
staff.  But  staff  with  these  kinds  of  highly  marketable  skills  are  understandably  re- 
luctant to  stay  at,  or  accept  a  new  position  with,  an  agency  that  can  offer  them  no 
assurance,  even  in  the  short  term,  that  they  will  continue  to  have  jobs. 

This  is  our  problem.  If  the  thrift  industry  continues  to  shrink  at  its  present  rate, 
the  OTS  could  reach  a  point  when  the  quality  of  its  staff  will  deteriorate  below  an 
acceptable  level.  We  cannot  afford  a  repeat  of  the  mid-1980's  scenario  of  a  weak, 
understaffed  thrift  supervisory  effort. 

A  consolidation  of  the  supervisory  resources  of  the  four  Federal  bank  and  thrift 
agencies  into  a  single  Federal  Banking  Commission  would  solve  the  problem  of  in- 
stability at  the  OTS  for  at  least  two  reasons.  First,  the  number  of  charter  conver- 
sions would  likely  moderate,  since  at  least  some  of  these  conversions  are  motivated 
by  a  desire  to  exploit  regulatory  differences  among  the  four  Federal  agencies.  Sec- 
ond, charter  conversions  that  continue  to  take  place  would  require  a  simple  realign- 
ment of  resources  within  the  new  agency,  since  the  new  agency  would  continue  to 
regulate  the  converting  institution  regardless  of  the  form  the  charter  takes.  Unfor- 
tunately, a  simple  merger  of  the  OTS  and  the  OCC  would  not  produce  the  same 
benefits  since  conversions  to  State  bank  charters  would  still  impact  the  resources 
of  a  combined  OTS  and  OCC  and  some  institutions  would  still  be  motivated  to  con- 
vert to  exploit  Federal  regulatory  differences. 

III.  Separation  of  Regulatory  Functions 

The  third  and  final  criterion  I  have  suggested  for  measuring  the  effectiveness  of 
our  current  bank  regulatory  system  and  any  new  system  is  whether  potentially  con- 
flicting regulatory  functions  are  assigned  to  different  agencies. 

One  of  the  most  important  lessons  we  learned  from  the  thrift  crisis  is  that  respon- 
sibility for  both  safety  and  soundness  regulation  and  deposit  insurance  should  not 
be  assigned  to  the  same  agency.  As  you  know,  the  former  Federal  Home  Loan  Bank 
Board  C'Bank  Board")  served  both  as  primair  regulator  of  thrifts  and  as  the  govern- 
ing board  of  the  Federal  Savings  and  Loan  Insurance  Corporation  ("FSLIC"),  which 
insured  thrift  deposits.  This  structure  created  profound  safety  and  soundness  prob- 
lems. 

During  much  of  the  1980's,  the  FSLIC  was  short  on  fiinds.  The  FSLIC's  precar- 
ious financial  condition  motivated  the  Bank  Board  to  try  to  postpone  resolution  of 
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insolvent  institutions  via  regulatory  gimmickry  and,  when  resolutions  were  unavoid- 
able, to  engage  in  restructuring  transactions  that  would  impose  minimal  short-term 
costs  on  the  FSLIC.  During  this  period,  new  activities  were  authorized  for  thrifts, 
capital  and  accounting  standards  were  liberalized,  rapid  growth  was  permitted,  and 
forbearances  and  tax  breaks  were  offered  as  transaction  incentives. 

Because  the  Bank  Board  was  the  only  Federal  agency  with  responsibility  for  the 
regulation  of  thrifts,  there  was  no  backstop — no  strong,  alternative  voice  questioned 
the  Bank  Board's  actions.  The  Bank  Board  could — and  did — subordinate  safety  and 
soundness  regulation  and  long-term  costs  to  taxpayers  to  a  crisis-response  strategy 
that  reflected  the  weakness  of  the  insurance  fund. 

The  opposite  problem  is  also  possible  when  safety  and  soundness  and  insurance 
regulation  are  combined  in  the  same  agency.  Instead  of  subordinating  safety  and 
soundness  to  insurance  concerns,  an  agency  with  responsibility  for  both  might  allow 
its  concern  for  the  insurance  fund  to  cause  it  to  be  unduly  rigid  in  responding  to 
industry  innovations. 

The  Administration's  nroposed  bank  and  thrift  agency  consolidation  avoids  these 
pitfalls.  The  new  Federal  Banking  Commission  will  nave  no  insurance  function.  The 
FDIC  will  continue  to  insure  both  banks  and  thrifts.  In  addition,  primair  super- 
visory responsibility  for  State  nonmember  banks  wUl  be  transferred  from  the  FDIC 
to  the  Commission,  putting  an  end  to  the  FDIC's  Bank  Board-like  dual  role  of  in- 
surer and  regulator. 

As  insurer,  the  FDIC  will  continue  to  possess  strong  regulatory  powers  that  will 
enable  it  to  challenge  any  Commission  actions  that  could  present  undue  risk  to  the 
insurance  funds.  The  FDIC's  powers  will  continue  to  include  "back  up"  authority  to 
take  enforcement  action  if  the  Commission  fails  to  do  so,  and  the  ability  to  evaluate 
risk  independently  of  the  Conmiission  through  the  process  of  setting  risk-based  in- 
surance premiums.  I  believe  the  FDIC's  role  is  an  important  one.  Although  there 
were  some  initial  bumps  in  the  road  when  the  FDIC  and  the  OTS  began  working 
together  4V2  years  ago,  over  time  the  two  agencies  have  settled  into  a  good,  produc- 
tive working  relationship.  I  believe  that  the  "backup"  oversight  role  being  played  by 
the  FDIC  is  an  important  part  of  our  Federal  regulatory  structure. 

Under  the  proposed  agency  consolidation,  the  FDIC  wiU  continue  to  play  this  role, 
while  ceasing  to  serve  as  primary  Federal  regulator  of  State  nonmember  banks. 
This  will  ensure  a  healthy  distribution  of  regulatory  responsibility  between  the 
Commission,  as  pure  safety  and  soundness  supervisor,  anci  the  FDiC,  as  pure  in- 
surer. 

Conclusion 

In  summary,  I  support  the  Administration's  proposal  to  consolidate  the  super- 
visory responsibilities  of  the  four  Federal  bank  and  thrift  regulatory  agencies  for  at 
least  three  reasons: 

First,  the  proposed  consolidation  will  eliminate  a  tremendous  amount  of  waste  by 
allowing  common  administrative  and  regulatory  functions  to  be  consolidated,  by  put- 
ting an  end  to  interagency  regulatory  gridlock,  and  eliminating  pointless  differences 
in  Federal  regulation  of  banks  and  thrifts. 

Second,  the  proposed  consolidation  will  end  the  threat  to  the  effectiveness  of  the 
OTS  as  primary  Federal  thrift  regulator. 

Third,  the  proposed  consolidation  will  enhance  safety  and  soundness  by  establish- 
ing a  pure  safety  and  soundness  regulator  and  a  strong,  autonomous  insurance  reg- 
ulator. 
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RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  REEGLE 

FROM  ALAN  GREENSPAN 

Q.IA.  In  your  testimony  you  repeatedly  emphasized  the  need  for 
maintaining  "competition"  among  bank  regulators.  For  example, 
you  said  that  a  "single  regulator  would  deprive  our  present  regu- 
latory structure  of  what  the  Board  considers  to  be  an  invaluable  re- 
straint on  any  one  regulator  conducting  inflexible,  excessively  rigid 
policies."  You  also  said  that  a  single  regulator — even  if  that  regu- 
lator were  the  Fed — would  be  "prone  to  arbitrary  and  capricious  be- 
havior." Given  your  position  I  have  several  questions:  If  regulatory 
competition  of  this  kind  is  so  necessary,  why  should  the  Fed  retain 
full  regulatory  and  supervisory  control  of  all  large  bank  holding 
companies  as  your  proposal  provides? 

A.1A.  My  testimony  did  not  call  for  regulatory  "competition,"  but 
did  argue  that  "choice"  among  regulators  would  be,  as  your  ques- 
tion notes,  "...  an  invaluable  restraint  on  any  one  regulator  con- 
ducting inflexible,  excessively  rigid  policies."  "Choice"  would  not,  as 
the  position  paper  attached  to  my  statement  indicates,  lead  to 
"competition  in  laxity"  for  reasons  noted  there — including  FDICIA 
and  similar  statutory  establishment  of  minimum  standards. 

The  position  paper  also  indicated  the  reasons  for  proposing  that 
certain  large  bank  holding  companies  come  under  the  purview  of 
the  Federal  Reserve,  and,  hence,  have  no  regulatory  choice.  In 
order  to  manage  financial  crises  and  accomplish  the  central  bank 
objective  of  constraining  systemic  risk,  the  Federal  Reserve  needs 
to  have  not  only  direct  hands-on  knowledge  of  banking  operations 
at  the  largest  institutions,  but  also  have  the  clout  and  authority  to 
affect  events.  Report  reading  and  advisory  status  would  not  act  as 
a  substitute.  In  essence,  the  proposed  lack  of  choice  of  holding  com- 
pany regulator  by  certain  banking  organizations  reflects  a  trade-off 
among  competing  goals — in  this  case,  a  trade-off  between  choice  of 
regulator  and  regulatory  efficiency,  on  the  one  hand,  and  the  im- 
peratives of  macrofinancial  stability,  on  the  other  hand. 

Q.l^.  You  stated  in  your  testimony  that  the  Fed  must  retain  juris- 
diction over  "a  modest  number  of  banking  organizations  that  met 
certain  criteria — such  as  large  size  and  payment  and  foreign  activ- 
ity. .  .  ."  Could  you  be  more  specific  as  to  the  standards  that  you 
would  use  to  determine  whether  an  institution  would  fall  into  this 
class?  Could  you  please  justify  these  standards  with  respect  to  the 
Fed's  monetary  policy  responsibilities  and  conduct  of  its  other  func- 
tions? 

A.1^.  We  have  proposed  that  the  bank  holding  companies  of  bank- 
ing organizations  that  meet  any  one  of  the  following  criteria  be 
under  the  Federal  Reserve's  jurisdiction: 

(a)  The  sum  of  the  assets  of  all  insured  commercial  bank  subsidi- 
aries in  each  organization  equal  or  exceed  one-half  percent  of  ag- 
gregate worldwide  consolidated  bank  assets  of  all  U.S.  insured 
commercial  banks; 

(b)  Commitments  to  purchase  foreign  currency  and  U.S.  dollar 
exchange  (spot,  futures,  forwards),  written  and  purchased  foreign 
exchange  options,  and  foreign  currency  swaps  must  be  at  least  $5 
billion; 
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(c)  Daily  average  total — funds  and  securities — originations  over 
Fedwire  and/or  CHIPS  must  be  at  least  $5  billion. 

The  organizations  selected  by  the  criteria  are  engaged  in  the 
kinds  of  financial  operations  that  play  a  significant  role  in  the 
world  financial  markets.  Difficulties  at  one  of  them  could  thus 
cause  significant  disruption  in  the  world  financial  markets,  not 
only  creating  systemic  risk  but  requiring  central  bank  cooperation. 
In  addition,  these  organizations  are  engaged  in  the  most  innovative 
financial  transactions  at  the  frontier  of  financial  technology.  The 
central  bank's  supervision  of  these  holding  companies  thus  provides 
valuable  insight  and  knowledge  required  to  manage  future  finan- 
cial crises  and  to  monitor  changing  effects  of  monetary  policy  on  fi- 
nancial markets,  and,  hence,  on  the  real  economy. 

Q.l.C.  You  stated  in  your  testimony  that,  as  a  result  of  its  author- 
ity over  bank  holding  companies,  the  Fed  supervises  and  regulates, 
on  a  consolidated  basis,  "more  than  90  percent  of  the  total  banking 
assets  in  the  system,"  Can  a  supervisory  structure  that  con- 
centrates that  much  authority  in  a  single  regulator  promote  the 
type  of  competition  you  believe  is  necessary?  Exactly  how  much 
control  over  the  banking  system  does  the  Fed  need  to  carry  out  its 
crucial  responsibilities  and  how  much  competition  among  regu- 
lators is  necessary  to  avoid  the  evils  you  have  referred  to? 

A.I.C.  I  did  not  say  that  the  Fed  supervised  and  regulated  more 
than  90  percent  of  total  banking  assets.  According  to  the  transcript, 
I  said,  ".  .  .  we  supervise  and  regulate  all  the  holding  companies 
which  have,  on  a  consolidated  basis,  more  than  90  percent  of  the 
total  banking  assets  in  the  system"  (italics  added).  Those  holding 
companies  are  important  because  through  them  we  obtain  both  in- 
sight into  how  the  subsidiary  banks — most  of  which  are  now  regu- 
lated by  the  FDIC  or  OCC— operate  and  how  policies  are  made 
and,  significantly,  the  ability  to  influence  events  when  necessary. 
We  now  supervise  directly  less  than  9  percent  of  the  banks  having 
less  than  20  percent  of  insured  commercial  banking  assets.  Thus, 
the  Fed  now  does  not  have  the  kind  of  regulatory  "concentration" 
the  question  implies. 

My  answer  to  Senator  Bennett's  question  on  March  3,  in  which 
I  mentioned  the  90  percent  figure,  went  on  to  say,  "The  issue  of  the 
number  of  banks  we  examine  ...  is  a  wholly  different  question 
from  the  bank  holding  company  supervision  and  regulation  and  es- 
pecially rulemaking  question."  I  indicated  then  that  we  need  only 
a  sample  of  banks — of  various  sizes — large  enough  to  provide  us 
with  an  information  and  knowledge  base  to  understand  banking 
developments  and  feedbacks  for  monetary  policy  purposes.  I  said 
that,  "We  don't  need  to  have  a  major  extension  of  presence  in  the 
number  of  banks  or  the  proportion  of  assets  which  we  currently  ex- 
amine." 

In  the  attachment  to  my  prepared  statement,  I  indicated  the  pro- 
posal to  include  State  nonmember  banks  under  the  Fed  ".  .  .  re- 
sults solely  from  the  view  that  in  a  two  agency  structure  it  is  desir- 
able that  there  should  be  a  clear  delineation  of  supervision  and  reg- 
ulation responsibility  by  charter  class  in  order  to  preserve  the  dual 
banking  system.  The  Board  makes  no  case  that  responsibility  for 
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such  banks  ...  is  needed  for  financial  stability  and  monetary  pol- 
icy purposes." 

In  sum,  to  carry  out  its  critical  responsibilities,  I  believe  the  Fed 
needs  to  supervise  and  regulate:  (1)  holding  companies  of  those 
large  banking  organizations  that  meet  specific  criteria  that  estab- 
lish their  significance  for  financial  market  stability;  and  (2)  a  sam- 
ple of  banks  of  various  size  and  location — about  the  same  as  the 
current  State  member  bank  panel.  I  do  not  call  for  "competition" 
in  regulation  but  I  do  propose:  (1)  "choice"  that  permits  banks  to 
select  one  of  two  Federal  regulators  by  selection  of  charter  of  the 
lead  bank;  and  (2)  except  for  a  small  handful  of  large  national  bank 
organizations,  one  supervisor  per  organization  based  on  the  charter 
class  of  the  lead  bank. 

Q.IJ).  If  competition  is  essential,  would  it  not  be  better  to  have 
multiple  regulators  responsible  for  writing  the  rules  that  imple- 
ment consumer  protection  statutes  such  as  the  Truth-in-Lending 
and  Truth-in-Savings  Acts,  rather  than  giving  the  Fed  exclusive 
rulemaking  authority? 

A.1J3.  No,  for  the  following  reason.  Policies  that  govern  how  banks 
are  regulated  and  supervised  for  safety  and  soundness  reasons  are 
distinct  from  policies  implementing  consumer  protection  laws.  The 
primary  focus  of  consumer  protection  statutes  is  to  ensure  consum- 
ers can  compare  credit  (or  deposit  account)  features  for  all  financial 
institutions  (and  all  creditors)  by  providing  uniform  cost  informa- 
tion for  comparison  shopping.  For  example,  in  the  Truth-in-Lending 
Act,  the  "finance  charge"  measures  the  dollar  amount  of  the  cost 
of  credit,  and  the  "annual  percentage  rate"  (APR)  expresses  the 
cost  as  a  percentage.  It  is  critical  that  a  single  entity  define  these 
and  other  disclosed  terms  for  all  financial  institutions  (or  credi- 
tors). If  multiple  regulators  permitted  terms  such  as  the  APR  to  be 
calculated  differently,  the  point  of  the  legislation  would  be  lost. 

Q.2.  In  your  written  statement  you  extolled  the  virtue  of  having  a 
system  that  "provides  banks  with  a  method  of  shifting  their  regu- 
lator" in  order  to  avoid  an  excessively  rigid  regulator.  Please  ex- 
plain what  limits  you  would  place  on  such  a  system  to  avoid  safety 
and  soundness  concerns? 

A.2.  The  system  should  have  two  types  of  limits.  First,  switches  in 
the  appropriate  Federal  banking  agency  should  not  result  from 
temporary  changes  in  the  balance  sheets  or  operations  of  institu- 
tions or  from  inadvertent  changes  or  inappropriate  manipulations. 
This  can  be  addressed  by  permitting  shifts  based  on  calculations  of 
averages  of  well-defined  terms,  such  as  Call  Report  information,  re- 
ported over  a  sufficiently  long  period  of  time.  For  example,  the  size 
of  the  lead  banking  institution  for  a  holding  company  could  be 
based  on  a  comparison  of  the  average  total  assets  reported  by  the 
institution  over  an  eight  quarter  period.  The  proposal  could  also 
provide  that  changes  may  only  occur  at  certain  intervals  (for  exam- 
ple, once  each  year)  or  after  changes  that  generally  require  agency 
approval  (such  as  changes  in  charter). 

Second,  the  agencies  should  be  granted  authority  to  delay  or  pre- 
vent a  shift  in  regulators  if  the  agencies  determine  that  the  shift 
is  not  consistent  with  the  effective  supervision  of  the  institution  or 
with  other  safety  and  soundness  concerns.  Similarly,  if  shifts  are 
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permitted  only  at  certain  intervals,  the  agencies  should  be  per- 
mitted to  accelerate  the  timing  of  a  shift  in  agencies  where  the 
agencies  determine  the  shift  is  appropriate  and  is  expected  to  occur 
at  the  conclusion  of  the  interval. 

Q.3A.  In  December  1993,  you  stated  in  an  op-ed  article  in  the  Wall 
Street  Journal  that  "[i]t  is  unrealistic  and  unduly  hopeful  to  believe 
that  the  knowledge  and  expertise  that  the  Federal  Reserve  needs 
to  do  its  job  properly  can  be  gained  from  studying  the  exam  reports 
of  another  agency.  .  .  ."  But  is  Uiis  not  exactly  what  the  Federal 
Reserve  does?  Your  examiners  do  not  go  in  and  inspect  national 
banks,  or  State  nonmember  banks,  or  thrifts,  repeating  the  work 
of  the  other  agencies,  do  they?  What  exactly  do  Fed  examiners  do 
when  they  inspect  bank  holding  companies  where  the  Fed  is  not 
the  primary  regulator  of  the  holding  companies'  subsidiary  banks? 
A.3A.  As  the  question  in  the  above  paragraph  suggests,  the  Fed- 
eral Reserve,  in  conducting  inspections  of  bank  hording  companies 
owning  national  banks.  State  nonmember  banks,  or  thrifts,  except 
in  unusual  circumstances,  relies  on  a  review  of  the  examination  re- 
ports of  the  agencies  that  are  the  primary  supervisor  of  the  banks 
as  part  of  the  process  of  developing  an  assessment  of  the  overall 
condition  of  the  holding  company.  It  is  important  to  recognize,  how- 
ever, that  we  are  able  to  imderstand  and  effectively  interpret  the 
examination  reports  of  other  agencies  because  we  have  a  field  staff 
and  a  policy  development  and  enforcement  staff  that  have  long  and 
broad  experience  in  examining  and  supervising  banking  organiza- 
tions. This  experience  has  been  gained  from  carrying  out  the  Fed- 
eral Reserve's  assigned  responsibilities  as  the  primary  supervisor  of 
State  member  banks,  all  bank  holding  companies,  Edge  Act  Cor- 
porations, and  foreign  banks.  The  hands-on  supervisory  experience 
which  the  Federal  Reserve  obtains  in  carrying  out  its  primaiy  su- 
pervisory responsibilities  not  only  enables  it  to  effectively  evaluate 
the  reports  of  the  other  supervisors,  it  also  provides  an  invaluable 
source  of  information  and  understanding  for  the  Board  and  Open 
Market  Committee  of  the  activities,  practices,  and  attitudes  of,  and 
innovation  in,  a  critically  important  sector  of  the  financial  system — 
one  that  serves  as  a  principal  source  of  credit  for  businesses  and 
households,  the  means  by  which  payments  are  effected  in  the  do- 
mestic and  world  economy,  and  a  main  conduit  for  the  trans- 
mission of  monetary  policy  actions. 

Q.3£.  Has  the  Federal  Reserve's  reliance  on  examination  reports 
compromised  its  ability  to  conduct  monetary  policy? 
A.3£.  The  Federal  Reserve  has  never  said  that  it  must  examine 
every  banking  organization  in  order  to  gain  the  knowledge  just  de- 
scribed. What  we  have  said  is  that  the  Federal  Reserve  needs  to 
be  involved  in  supervising  a  sufficient  number  of  banking  compa- 
nies of  various  sizes  and  locations  to  enable  us  to  obtain  a  knowl- 
edge of  the  practices  of,  and  interrelationships  within,  the  banking 
system  and  financial  system,  both  domestically  and  internationally. 
Moreover,  to  be  able  to  remain  informed  about  financial  innovation, 
foreign  activities,  and  payments,  as  well  as  have  the  authority  to 
affect  events,  the  Federal  Reserve  needs  to  be  involved  in  the  su- 
pervision of  large,  internationally  active,  significant  banking  orga- 
nizations. 
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Q.4A.  The  Federal  Reserve  has  the  authority  to  charge  bank  hold- 
ing companies  for  its  examination  and  inspection  expenses  but 
chooses  not  to.  Ultimately,  that  practice  contributes  to  the  budget 
deficit  by  reducing  the  Fed's  contribution  to  the  general  Treasury 
fund,  making  the  Fed  the  only  Federal  bank  regulatory  agency 
which  shifts  examination  costs  from  the  institutions  being  exam- 
ined to  the  taxpayer.  That's  a  policy  decision  that  the  Fed  has 
made,  and  I  would  like  to  explore  the  reasoning  behind  that  deci- 
sion. Under  what  authority  has  the  Fed  declined  to  charge  for  bank 
holding  company  inspections  given  that  12  U.S.C.  Sec.  1844(c) 
states  that  "the  Board  may  make  examinations  of  each  bank  hold- 
ing company  and  each  subsidiary  thereof,  the  cost  of  which  shall 
be  assessed  against,  and  paid  by,  such  holding  company"? 

A.4A.  The  Bank  Holding  Company  Act  requires  the  Board  to  use 
reports  prepared  by  the  primary  bank  supervisor  for  each  bank 
controlled  by  a  bank  holding  company  to  the  extent  possible,  in- 
cluding in  any  examination  of  the  bank  holding  company  and  its 
affiliates.  This  requirement  was  intended  to  reduce  duplication  of 
examinations  by  the  Federal  banking  agencies,  and  prevents  the 
double  charging  of  examination  fees  on  banks  owned  by  bank  hold- 
ing companies.  In  its  supervision  of  bank  holding  companies,  the 
Federal  Reserve  has  been  mindful  of  the  need  to  minimize  duplica- 
tion and  has,  in  the  great  majority  of  cases,  relied  on  examination 
reports  of  the  primary  regulator  of  each  bank  controlled  by  the 
holding  company  in  evaluating  the  consolidated  strength  of  the 
parent  company. 

Since  subsidiary  banks  account  for  the  vast  majority  of  the  assets 
of  bank  holding  companies,  the  Board  has  supplemented  the  infor- 
mation contained  in  examination  reports  with  findings  obtained 
through  inspections  of  the  holding  company  and  its  nonbank  sub- 
sidiaries. Especially  in  small  institutions,  these  inspections  rely  al- 
most entirely  on  the  examination  report  of  the  subsidiary  bank(s) 
and  focus  on  intercompany  transactions  in  order  to  ensure  that  the 
parent  has  not  abused  its  bank(s). 

Q.4£.  I  have  heard  the  argument  that  you  do  not  charge  for  your 
examinations  of  banks  (as  distinguished  from  bank  holding  compa- 
nies) because  the  Fed  does  not  pay  interest  on  reserves.  But  is  it 
not  true  that  only  State  member  banks  benefit  from  these  free  ex- 
amination services  even  though  national  banks  contribute  more 
than  half  of  all  the  bank  reserves? 

A.4^.  Since  1980,  with  enactment  of  the  Depository  Institution 
Deregulation  and  Monetary  Control  Act  (DIDMCA),  all  depository 
institutions  in  the  United  States  have  been  required  to  maintain 
reserves  on  their  domestic  deposits  at  the  Federal  Reserve.  At  the 
end  of  1993,  domestic  deposits  of  insured  commercial  banks,  thrifts, 
and  U.S.  branches  and  agencies  of  foreign  banks  totaled  about  $3.4 
trillion.  National  banks  accounted  for  roughly  $1.4  trillion  of  that 
amount,  or  about  40  percent. 

In  deciding  not  to  charge  State  member  banks  for  their  super- 
vision, the  Federal  Reserve  has  considered  not  only  the  revenues 
it  generates  from  the  nonpayment  of  interest  on  reserves,  but  the 
following  factors  as  well: 
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(1)  The  supervision  of  depository  institutions  provides  substantial 
benefits  to  the  pubHc  by  helping  to  maintain  a  safe  and  sound 
banking  and  financial  system  and  protecting  the  public  safety  net 
that  has  been  extended  to  the  depository  system.  In  that  context, 
banks  are  examined  primarily  to  serve  a  public  policy  interest, 
rather  than  for  the  benefit  of  individual  banks.  Thus,  it  seems  en- 
tirely appropriate  to  finance  at  least  part  of  the  Federal  super- 
visory activities  with  general  Grovernment  revenues.  Banks,  of 
course,  also  benefit  individually  and  collectively  from  governmental 
supervisory  activities.  But,  in  considering  that  point,  it  should  be 
recognized  that  the  industry  makes  payments  to  regulatory  agen- 
cies— through  zero  interest  paying  reserves,  insurance  fees,  and 
specific  assessments  by  the  OCC  and  State  banking  departments — 
that  far  exceed  the  cost  of  those  activities. 

(2)  State  member  banks  incur  the  same  supervisory  and  regu- 
latory costs  as  do  nonmember  banks.  Just  as  national  banks  and 
all  other  U.S.  depository  institutions  maintain  interest-free  re- 
serves at  the  Fed,  the  FDIC's  insurance  rates  do  not  distinguish 
among  banks  with  different  charters  or  membership  status.  There- 
fore, the  payments  by  State  members  and  other  insured  deposi- 
tories help  to  cover  the  FDIC's  costs  of  supervising  nonmember 
banks. 

(3)  State  members  (as  well  as  nonmembers)  pay  assessments  to 
State  banking  departments  for  their  supervision. 

It  would  seem  unfair,  therefore,  to  assess  State  members  and, 
thereby,  to  require  greater  payments  of  them  than  of  State 
nonmember  banks.  Moreover,  unlike  nonmembers.  State  member 
banks  are  still  required  to  invest  in  shares  of  their  Federal  Reserve 
Bank.  This  is  a  requirement  that  some  institutions  have  viewed  as 
onerous. 

Nevertheless,  it  is  true  that  national  banks  not  only  incur  the 
costs  of  reserves  and  deposit  insurance,  which  all  federally-insured 
State-chartered  banks  pay,  but  that  they  also  pay  explicit  super- 
visory fees  to  the  OCC  that  are  higher  than  those  that  State  banks 
pay  to  their  State  banking  departments.  There  is  a  lack  of  paritv. 
The  more  suitable  way  to  redress  this  imbalance,  however,  should 
be  to  seek  ways  to  reduce  the  heavy  cost  on  national  banks. 

Q.4.C.  How  much  money  did  the  Federal  Reserve  collect  through 
its  assessments  of  bank  holding  companies  last  year? 
A.4.C.  As  noted  above  (in  response  to  question  4. A.),  the  Federal 
Reserve  conducts  inspections,  rather  than  examinations.  The  Fed- 
eral Reserve  does  not  charge  bank  holding  companies  for  these  in- 
spections. 

Q.4J).  How  much  money  does  the  Federal  Reserve  spend  on  its  ex- 
aminations of  bank  holding  companies? 

A.4J3.  Last  year  the  agency  spent  about  $36  million  for  its  on-site 
inspections  and  visitations  to  bank  holding  companies. 

Q.5A.  The  Fed  has  stated  that  one  of  the  principal  reasons  it 
needs  to  maintain  a  large  role  in  bank  regulation  and  supervision 
is  to  monitor  and  contain  systemic  risk.  But  aren't  most  of  the  sys- 
temic risk  issues  in  the  banking  industry  within  the  purview  of  the 
other  bank  regulators  rather  than  the  Fed?  For  example,  isn't  it 
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true  that  most  pajrment  system  functions  are  conducted  by  banks, 
and  not  bank  holding  companies? 

A.5A.  All  of  the  mechanical  operations  of  the  payments  system 
occur  in  banks  and  not  holding  companies.  And,  the  Federal  Re- 
serve could  establish  rules — including  examination  criteria — to  be 
administered  by  other  agencies.  But  that  misses  the  point.  The 
payments  system  involves  massive  intraday  credit  exposures  and 
in  times  of  crisis  becomes  the  immediate  locus  of  systemic  risk  and 
international  financial  distress.  If  the  Fed  is  to  accomplish  its  sys- 
temic risk  responsibilities,  it  must  have  hands-on  knowledge  about 
how  the  payments  system  works — which  it  obtains  from  the  sample 
of  banks  it  directly  regelates — and  the  ability  to  influence  banking 
organizations  to  behave  in  certain  risk-reducing  ways — which  it  ob- 
tains through  supervision  of  holding  companies,  especially  of  those 
organizations  active  in  the  payments  system.  (That  is  why  large 
dollar  transfers  is  one  of  three  criteria  that  would  bring  selected 
holding  companies  of  large  banking  organizations  imder  the  Fed.) 

Q.53.  Isn't  it  true  that  systemic  liquidity  issues  are  related  to  the 
activities  of  banks  rather  than  the  activities  of  bank  holding  com- 
panies? 

A.5^.  Most  of  the  time,  systemic  liquidity  is  focused  on  banks. 
(The  exception  is  run-offs  of  short-term  liabilities,  e.g.,  commercial 
paper  at  the  parent  holding  company  or  one  of  its  nonbank  subsidi- 
aries.) And,  the  Fed  lends — througn  the  discount  window — for  li- 
quidity reasons,  to  banks  not  directly  regulated  by  it.  But,  as  noted 
in  the  answer  to  question  3.A.  above,  the  Fed  could  not  really  un- 
derstand what  another  regulator  was  saying  about  a  bank  under 
its  jurisdiction  unless  it  could  maintain  an  experienced  staff  that 
itself  had  hands-on  exposure  in  banking.  This  is  particularly  criti- 
cal since  FDICIA  requires  that  the  Fed  be  able  to  satisfy  itself 
about  the  solvency  of  a  bank  before  it  can  maintain  discount  win- 
dow loans  to  individual  banks. 

Q.5.C.  Isn't  it  true  that  most  derivatives  are  traded  by  banks  rath- 
er than  by  their  holding  companies? 

A.5.C.  Most  of  the  trading  in  derivatives  in  banking  organizations 
occurs  at  banks.  As  I  said  in  answer  to  a  question  by  Senator  Ben- 
nett on  March  2:  ".  .  .  We  don't  need  to  have  major  national  banks 
if  we  have  a  set  of  large  State  member  banks  in  learning,  for  exam- 
ple, how  the  derivatives  markets  work.  We  are  in  a  number  of 
major  State  member  banks  which  are  dealers  in  the  derivatives 
markets,  and  we  have  learned,  to  a  large  extent,  how  the  system 
works."  I  might  add,  with  the  knowledge  base,  we  must  also  be 
able — if  there  is  a  problem — to  be  in  direct  contact  with  organiza- 
tions in  the  derivatives  market,  which  we  would  maintain  through 
our  holding  company  proposal  since  virtually  all  of  banks'  deriva- 
tives trading  is  at  the  largest  banks. 

Q.6.  Please  explain  why  the  Federal  Reserve  needs  to  regulate 
State  member  banks,  which  hold  only  15  percent  of  the  Nation's 
total  bank  and  thrift  assets  (and  an  even  smaller  share  of  total 
U.S.  assets),  in  order  to  conduct  monetary  policy  and  control  sys- 
temic risk. 
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A.6.  As  indicated  in  my  response  to  your  first  question,  to  carry  out 
its  central  bank  responsibilities,  the  Federal  Reserve  needs  to  be 
able  to  affect  events  when  there  is  a  problem  and  to  have  the  kind 
of  information  about  the  operation  of  banking  and  financial  mar- 
kets that  can  come  only  from  hands-on  supervision  of  banks.  Both 
the  former  and  some  of  the  latter  needs  are  addressed  by  super- 
vision and  rulemaking  for  the  holding  company  and  nonbank  affili- 
ates of  significant  banking  organizations.  For  complete  knowledge 
about  banking  operations  and  feedback,  the  Fed  needs  a  cross-sec- 
tion of  banks  of  various  sizes  and  locations.  State  member  banks 
provide  that  cross-section. 

Q.7A.  On  March  1,  1994,  Secretary  Bentsen  testified  that  under 
the  Administration's  consolidation  proposal,  the  Treasury  would 
surrender  regulatory  authority  over  62  percent  of  the  Nation's  bank 
and  thrift  assets  in  order  to  establish  an  independent  agency  for 
banking  supervision  and  regulation.  Why  is  the  Federal  Reserve, 
for  the  first  time,  calling  to  expand  its  regulatory  jurisdiction? 
A.7Ai  As  indicated  in  my  answer  to  question  1  and  in  the  attach- 
ment to  my  March  2  statement,  the  inclusion  of  State  nonmember 
banks  under  the  Fed's  jurisdiction  ".  .  .  results  solely  from  the 
view  that  in  a  two  agency  structure  it  is  desirable  that  there 
should  be  a  clear  delineation  of  supervision  and  regulation  respon- 
sibility by  charter  class  in  order  to  preserve  the  dual  banking  sys- 
tem. The  Board  makes  no  case  that  responsibility  for  such  banks 
...  is  needed  for  financial  stability  and  monetary  policy.  However, 
some  critical  mass  of  banks  of  various  sizes  and  locations  is  re- 
quired if  the  Fed  is  to  perform  its  functions  effectively." 

I  should  also  note  that  the  Fed's  proposal  would  assign  about  30 
percent  of  the  bank  holding  companies  to  the  FBC — those  whose 
lead  banks  have  a  national  charter  (except  for  about  25  significant 
banking  organizations). 

Q.7^.  What,  in  your  opinion,  is  required  to  assure  the  new  Com- 
mission's independence? 

A.7JB.  This  is  a  difficult  question  for  me  on  which  to  reach  a  judg- 
ment. I  would  say  that  there  are  degrees  of  independance  and  that 
the  FBC  as  proposed,  while  not  as  independent  as  the  Federal  Re- 
serve, would  certainly  be  more  independent  than  the  current  super- 
visory structure  over  national  banks  and  thrifts. 

Q.8.  Based  on  your  experience  as  Chairman  of  an  independent 
agency,  what  do  you  believe  are  the  major  benefits  of  having  an 
independent  agency  conduct  bank  and  thrift  regulation? 
A.8.  The  regulatory  agencies  exist  to  administer  and  enforce  the 
Nation's  laws  and  public  policies  as  they  pertain  to  particular  in- 
dustries. To  carry  out  their  missions,  the  agencies  must  have  con- 
siderable technical  knowledge  and  insights  regarding  the  industries 
they  regulate.  The  courts  have  traditionally  recognized  the  impor- 
tance of  that  expertise  and  have  typically  provided  the  agencies 
with  wide  latitude  to  develop  and  administer  their  regulations.  In 
order  for  an  agency  to  be  assigned  that  latitude,  however,  it  is  im- 
perative that  it  not  only  conduct  its  activities  impartially,  but  also 
that  the  public  perceive  the  agency  to  be  conducting  its  actions  fair- 
ly, in  a  manner  that  prevents  abuse  or  conflicts  of  interest  and  that 
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is  free  from  suspicions  that  its  actions  are  influenced  by  undesired 
political  or  other  special  interests  and  influences. 

The  importance  of  that  point  has  been  demonstrated  throughout 
our  country's  history  and  is  also  supported  by  experiences  abroad. 
Time  and  again,  the  fair  and  sound  administration  of  Grovemment 
has  often  required  that  certain  governmental  activities  be  insulated 
from  short-term  or  special  interests  that  can  arise  through  the  po- 
litical process.  The  creation  of  the  Federal  Civil  Service  and  the 
emergence  of  regulatory  agencies  are  prime  examples. 

Much  is  at  stake  in  assuring  the  integrity  of  the  regulatory  proc- 
ess. The  activities  and  rulings  of  regulatory  agencies  affect — often 
in  fundamental,  detailed,  and  direct  ways — the  operating  rules  and 
profitability  of  major  segments  of  the  business  community.  The  re- 
sponsibilities of  such  agencies  may  require  its  personnel  to  delve 
deeply  into  the  daily  operations  of  regulated  institutions  and  to 
have  authority  to  redirect  private  actions  that  are  deemed  not  to 
be  in  the  public  interest.  Moreover,  in  the  process  of  conducting 
their  activities,  regulators  often  gain  proprietary  information  about 
the  regulated  organization  or  its  customers  that  could  be  misused 
if  disclosed  to  outsiders.  The  likelihood  of  such  disclosures  could  be 
expected  to  increase  with  an  agency's  loss  of  independence. 

It  is  particularly  important  that  bank  regulatory  agencies  be 
given  substantial  independence.  Among  regulated  industries,  com- 
mercial banks  and  other  depository  institutions  perform  a  central 
role  in  the  national  and  world  economies.  For  the  economy  to  fimc- 
tion  fully  and  fairly,  banks  must  operate  prudently,  and  must 
maintain  and  deserve  the  public's  trust.  Failure  of  the  banking  sys- 
tem to  meet  these  objectives  can  present  substantial  and  unneces- 
sary costs  to  society,  in  the  form  of  taxpayer  assistance,  slower  eco- 
nomic growth,  and  unequal  opportunities  to  its  citizens.  Moreover, 
in  addition  to  involving  a  high  degree  of  Grovernment  involvement 
in  a  bank's  affairs,  the  specific  nature  of  bank  supervision  requires 
examiners  and  other  supervisors  to  make  many  subjective  judg- 
ments regarding  the  prudence  of  a  bank's  activities  and  the  ade- 
quacy of  specific  operating  procedures.  Given  that  type  of  oversight, 
it  is  especially  important  that  the  industry's  regulator  actually  be 
independent  and  that  it  be  perceived  as  impartial  and  free  of  inap- 
propriate political  influence. 

The  operational  and  structural  independence  provided  to  the 
Federal  Reserve,  in  particular,  has — I  believe — served  the  Nation 
well,  not  only  in  its  conduct  of  monetary  policy,  but  also  in  the  con- 
text of  its  supervisory  effort,  which  is  more  the  focus  of  your  ques- 
tion. The  Fed's  independence,  combined  with  its  other  responsibil- 
ities as  the  Nation's  central  bank,  enables  the  agency  to  take  a 
broad  and,  as  necessary,  long-range  perspective  when  making  regu- 
latory policies  and  ruling  on  industry  requests.  Although  some- 
times unpopular,  its  positions  have  been,  and  continue  to  be,  based 
on  its  independent  analysis  of  the  facts  at  hand.  Such  stable  and 
objective  policymaking,  developed  with  due  consideration  to  estab- 
lished public  policies  and  subject  to  congressional  oversight,  is  criti- 
cally important  in  fostering  a  balanced  and  consistent  performance 
by  the  banking  system  and  in  promoting  a  policy  framework  that 
encourages  investors  to  make  long-term  investments  in  the  indus- 
try. 
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Q.9A.  Under  12  U.S.C.  Sec.  326,  the  Federal  Reserve  is  authorized 
to  assess  State  member  banks  for  the  cost  of  their  examinations. 
However,  the  Federal  Reserve  does  not  exercise  its  authority  to 
levy  such  assessments.  Consequently,  even  large  State  member 
banks  that  require  significant  regulatory  resources,  such  as  Mor- 
gan Guaranty  or  Bankers  Trust  and  Chemical  Bank,  do  not  pay  for 
their  Federal  exams.  If  the  Federal  Reserve  were  recouping  money 
from  State  member  banks,  the  amounts  recouped  would  add  to  the 
surplus  that  the  Federal  Reserve  turns  over  to  the  Treasury  every 
year.  By  failing  to  assess  these  charges,  the  Federal  Reserve  is,  in 
effect,  forcing  taxpayers  to  subsidize  the  examinations  of  State 
member  banks.  Does  the  Federal  Reserve  have  any  plans  to  elimi- 
nate taxpayers'  subsidies  of  these  examinations? 
A,9A.  As  stated  in  the  response  to  question  4,  the  Federal  Reserve 
believes  banks  are  examined  and  supervised  principally  for  the 
public's  interest,  not  primarily  for  the  benefit  of  individual  banks. 
Therefore,  the  Federal  Reserve  does  not  agree  that  the  failure  to 
charge  explicit  fees  for  supervising  State  member  banks  constitutes 
a  subsidy  to  these  banking  organizations  by  the  taxpayer.  That 
point  seems  particularly  valid  when  it  is  recognized  that  these 
banks — and  the  banking  industry,  in  general — make  nontax  pay- 
ments to  their  regulators  that  far  exceed  the  cost  of  their  super- 
vision. 

One  should  further  note  that,  although  State  member  banks  are 
not  explicitly  assessed  for  the  cost  of  their  Federal  supervision,  nei- 
ther are  State  nonmember  banks  explicitly  assessed  for  their  ex- 
aminations by  the  FDIC.  Rather,  the  FDIC  finances  its  supervisory 
activities  of  State  nonmember  banks  from  its  general  revenues 
from  deposit  insurance  premiums  levied  on  all  banks  and  from 
earnings  on  the  Bank  Insurance  Fund. 

Q.9£.  What  is  the  total  amount  of  this  subsidy? 
A.9^.  Although  its  supervisory  expenditures  are  not  viewed  by  the 
Federal  Reserve  as  a  subsidy,  last  year,  we  spent  about  $90  million 
conducting  on-site  examinations  of  State  member  banks  and  per- 
haps a  similar  amount  to  conduct  off-site  supervisory  functions  per- 
taining to  these  institutions.^ 

Q.9.C.  What  policy  justifies  this  subsidy? 
A.9.C.  See  response  to  question  4.B.  above. 

Q.IO.  On  March  4,  1994,  Mr.  Thomas  Schatz,  president  of  Citizen's 
Against  Government  Waste,  stated  before  this  Committee,  "Two 
regulators  would  still  incorporate  wasteful  duplication  and  would 
also  be  more  likely  to  engage  in  a  civil  war  that  would  result  in 
continued  gridlock."  What  protection  does  your  consolidation  pro- 
posal offer  against  these  kinds  of  situations  developing? 
A.10.  I  would  take  issue  with  Mr.  Schatz's  statement.  Any  "dupli- 
cation" or  "gridlock" — which  I  think  would  be  minimal — ^would  cer- 
tainly be  less  than  the  current  four  regulator  regime.  Moreover,  I 
question  whether  regulatory  "efficiency"  should  be  the  sole  or  most 
important  criterion.  The  nature  of  the  central  bank  that  would  re- 


^Our  accouinting  system  does  not  distribute  indirect  and  more  general  supervisory  costs  in 
this  manner. 
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suit  and  avoidance  of  inflexibility  and  arbitrariness  in  regulation 
and  supervision  are  critical  to  the  economy,  in  my  view. 

In  the  Fed  proposal,  I  see  no  "duplication."  There  would  be  two 
kinds  of  overlap  which  are  more  apparent  than  real.  About  25  large 
national  bank  holding  companies  (and  their  nonbank  affiliates) 
would  be  under  Fed  jurisdiction,  while  all  the  banks  in  these  orga- 
nizations would  be  supervised  by  the  Federal  Banking  Commission 
(FBC).  And  the  Fed  would  administer  national  bank  rules  for  about 
260  national  banks  in  State  bank  holding  companies,  while  the 
FBC  would  administer  Fed  rules  for  about  620  State  banks  that 
are  part  of  national  bank  holding  companies.  Such  administrative 
burden  is  modest  and  transparent  to  the  banking  organizations. 
Our  proposal  would  call  for  the  establishment  of  common  rules, 
with  a  public  explanation  for  any  deviation.  (This  and  similar  is- 
sues are  discussed  in  the  answer  to  your  question  1.) 

Q.llA.  Under  your  proposal  for  a  single  regulator  per  banking  or- 
ganization, the  Federal  Reserve  would  regulate  national  banks  and 
the  Federal  Banking  Commission  would  regulate  State  banks, 
where  such  banks  are  affiliated  with  a  larger  institution  under  the 
jurisdiction  of  the  Federal  Reserve  or  the  Commission.  How  would 
vou  propose  to  coordinate  Federal  Reserve  regulation  of  national 
banks  with  the  Commission's  chartering  authority? 

A,11A.  Under  this  proposal,  the  Federal  Banking  Commission 
would  be  the  appropriate  Federal  rulemaking  agency  for  all  na- 
tional banks,  and,  therefore,  would  be  responsible  for  issuing  rules 
and  interpretations  that  govern  all  national  banks.  The  Federal  Re- 
serve would  be  required  to  apply  those  rules  and  interpretations  to 
all  national  banks  that  are  controlled  by  holding  companies  that 
are  under  the  jurisdiction  of  the  Federal  Reserve. 

It  is  expected  that  the  agencies  would  also  consult  with  each 
other  in  areas  in  which  no  rule  or  interpretation  by  the  appropriate 
rulemaking  agency  has  been  issued.  In  these  cases,  the  decision  of 
the  appropriate  Federal  rulemaking  agency  would  govern. 

We  also  propose  that  the  agencies  be  required  to  consult  on  all 
examination  and  reporting  rules  as  well  as  on  major  supervisory 
policies,  and  that  the  agencies  be  required  to  develop  uniform  rules 
for  national  and  State  banks  where  the  agencies  derive  authority 
for  the  rules  from  the  same  statutory  provision  and  explain  any  dif- 
ferences in  the  event  that  uniform  rules  are  not  adopted. 

Q.113.  What,  if  any,  coordination  from  the  Commission  would  you 
propose  in  its  regulation  of  State  banks? 

A.113.  The  Federal  Reserve  (and  in  the  case  of  rules  limitmg  the 
powers  of  State  banks,  the  Federal  Deposit  Insurance  Corporation) 
would  be  the  appropriate  Federal  rulemaking  agency  for  all  State 
banks,  and  would  issue  Federal  rules  and  interpretations  governing 
State  banks.  The  Federal  Banking  Commission  would  be  required 
to  apply  these  rules  and  interpretations  to  State  banks  under  the 
Commission's  jurisdiction. 

As  explained  above,  we  also  propose  that  the  Federal  Banking 
Commission  and  the  Federal  Reserve  consult  with  each  other  on  all 
examination  and  reporting  rules  and  major  supervisory  policies, 
and  develop  uniform  rules  for  national  and  State  banks  where  the 
agencies  derive  authority  for  the  rules  from  the  same  statutory  pro- 
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vision  and  explain  any  differences  in  the  event  that  uniform  rules 
are  not  adopted. 

Q.12A.  It  is  our  understanding  that  Mr.  William  Ryback  of  the 
Federal  Reserve  Board's  Division  of  Supervision  and  Regulation 
was  contacted  as  early  as  1988  with  information  that  BCCI  con- 
trolled First  American.  How  many  times,  from  1977  to  1991,  did 
the  Federal  Reserve  Board  have  an  application,  examination,  or 
any  other  supervisory  nexus  with  First  American? 
A,12A.  Between  1977  and  1991,  the  Federal  Reserve  processed 
seven  applications,  conducted  14  full-scope  and  several  special  ex- 
aminations, and  took  other  supervisory  actions  pertaining  to  the 
First  American  banking  organization,  including  its  predecessor,  the 
Financial  General  banking  organization. 

The  Federal  Reserve  also  had  a  number  of  supervisory  exchanges 
with  regard  to  First  American  and  BCCI  including  the  formation, 
in  1991,  of  an  interagency  group  to  discuss  issues  surrounding 
First  American  and  BCCI  and  any  possible  enforcement  action.  En- 
forcement action  taken  in  1991  by  the  Board  included  issuance  of 
two  cease  and  desist  orders  and  an  order  of  investigation. 

Q.123.  Why  did  the  relationship  with  BCCI  not  become  known 
until  December  1990? 

A.12£.  The  Board  has,  in  previous  congressional  testimony,  set 
forth,  in  considerable  detail,  the  chronology  of  its  discovery  of  the 
relationship  between  BCCI  and  CCAH  (the  holding  company  for 
First  American).  See  The  Bank  of  Credit  and  Commerce  Inter- 
national and  S.  1019:  Hearing  Before  the  Subcommittee  on 
Consumer  and  Regulatory  Affairs  of  the  Senate  Committee  on  Bank- 
ing, Housing,  and  Urban  Affairs,  102d  Cong.,  1st  Sess.  Ill,  118- 
120  (1991);  Bank  of  Credit  and  Commerce  International  (BCCI)  In- 
vestigation, Pt.  2:  Hearings  Before  the  House  Committee  on  Bank- 
ing, Finance  and  Urban  Affairs,  102d  Cong.,  1st  Sess.  109,  136-42 
(1991);  The  BCCI  Affair:  Hearings  Before  the  Subcommittee  on  Ter- 
rorism, Narcotics,  and  International  Operations  of  the  Senate  Com- 
mittee on  Foreign  Relations,  Pt.  1,  102d  Cong.,  1st  Sess.  79-103 
(1991). 

Although  the  Federal  Reserve  made  numerous  efforts  to  substan- 
tiate allegations  of  BCCI  control  of  CCAH,  these  efforts  did  not 
bear  fruit  until  December  1990.  As  indicated  in  the  above  testi- 
mony, the  inabihty  to  determine  BCCI's  control  of  CCAH  shares 
earlier  is  attributable  to  the  deliberate  concealment  of  the  owner- 
ship of  CCAH  by  BCCI  and  the  fact  that  the  relevant  evidence  was 
located  overseas,  outside  the  reach  of  Federal  Reserve  examiners. 

Q.13  A.  Please  comment  on  critiques  of  various  aspects  of  your  pro- 
posal for  consolidation.  First:  The  system  you  propose  would  be  ma- 
nipulable.  Any  bank  that  did  not  like  its  regulator  could  shift  its 
assets  in  such  a  way  as  to  recharacterize  its  lead  bank. 
A.13A.  We  believe  that  it  is  important  that  the  Federal  system  for 
regulating  banks  permit  at  least  some  choice  of  regulators  by  each 
banking  organization.  This  maintains  the  strengths  of  the  current 
system  by  reducing  the  likelihood  that  a  single  regulator  would  be- 
come too  rigid  or  would  be  captured  by  the  industry,  and  by  pre- 
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serving  the  dual  banking  system.  Accordingly,  we  would  propose 
that  banking  organizations  be  permitted  to  shift  regulators. 

To  assure  that  changes  in  regulator  would  not  undermine  effec- 
tive supervision,  we  propose  a  mechanism  that  requires  changes  to 
be  a  conscious  choice  of  the  organization  (and  not  the  result  of  in- 
advertent, sudden,  or  temporary  changes  in  the  balance  sheet  of 
the  organization)  and  that  permits  the  agencies  to  temporarily 
override  any  change  in  regulators  where  appropriate  to  assure  the 
effective  supervision  of  the  organization. 

As  explained  above,  in  response  to  question  2,  this  would  include 
defining  the  size  of  an  institution  based  on  its  publicly  reported  av- 
erage assets  over  an  extended  period  of  time  (for  example,  eight 
quarters),  limiting  switches  in  supervisors  that  are  based  on  the 
asset  size  of  the  lead  bank  to  changes  at  set  intervals,  and  includ- 
ing provisions  that  permit  the  Federal  Banking  Commission  and 
the  Federal  Reserve  to  postpone  or  speed  up  changes  in  regulator 
where  appropriate  for  safety  and  soundness  reasons.  In  order  to  as- 
sure that  enforcement  actions  are  not  undermined  by  a  change  in 
regulator,  we  also  propose  that  the  agency  that  is  responsible  for 
any  enforcement  action  be  permitted  to  conclude  that  action  despite 
a  change  in  regulator,  unless  the  agency  agrees  to  permit  the  new 
agency  to  continue  the  action. 

Q.133.  Second:  The  system  you  propose  could  lead  to  differential 
regulation  among  similarly-chartered  institutions. 

A.13£.  As  explained  in  response  to  question  11,  we  propose  that 
the  same  agency  establish  all  rules  governing  depository  institu- 
tions with  the  same  charter,  and  that  these  rules  be  followed  by 
the  other  agency.  Thus,  for  example,  the  Federal  Banking  Commis- 
sion would  establish  all  rules  and  interpretations  governing  na- 
tional banks  and  savings  associations  and  the  Federal  Reserve 
would  be  required  to  apply  these  rules  and  interpretations  to  all 
national  banks  and  savings  associations  under  the  jurisdiction  of 
the  Federal  Reserve. 

Under  our  proposal,  the  Federal  Banking  Commission  and  the 
Federal  Reserve  Board  would  also  be  required  to  develop  uniform 
rules  where  the  agencies  derive  authority  from  the  same  statutory 
provisions  and  explain  any  differences  in  rules  that  are  adopted  by 
the  agencies.  In  addition,  the  Federal  Banking  Commission  and  the 
Federal  Reserve  would  be  required  to  coordinate  the  development 
of  examination,  reporting,  and  supervisory  policies. 

Q.13.C.  Third:  The  system  you  propose  would  force  the  Federal  Re- 
serve into  regulation  and  supervision  of  institutions  over  which  it 
has  no  expertise.  Such  an  absence  of  expertise  would  be  costly  to 
acquire  and  would  not  remove  the  duplication  in  our  current  struc- 
ture. 

A.13.C.  Any  revision  of  the  current  system  of  Federal  supervision 
would  require  a  new  agency  to  develop  new  expertise.  Under  the 
Federal  Reserve's  proposal,  however,  the  cost  of  the  Federal  Re- 
serve acquiring  this  expertise  would  be  reduced.  The  ability  of  Fed- 
eral Reserve  employees  to  acquire  expertise  in  the  rules  that  gov- 
ern national  banks  is  aided  by  the  fact  that  the  Federal  Reserve 
is  already  required  to  apply  to  State  member  banks  a  number  of 
the  rules  that  apply  to  national  banks,  and  has  in  a  number  of 
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other  areas  adopted  rules  that  are  substantially  equivalent  to  the 
rules  that  govern  national  banks.  These  include  the  rules  govern- 
ing permissible  investments,  branching  rules,  and  capital  stand- 
ards. Our  examination  of  those  few  thrifts  in  holding  company  or- 
ganizations with  lead  State  banks  do  not  pose  different  problems 
from  banks.  We  were  effective,  for  example,  in  broad  examinations 
of  the  thrifts  involved  in  the  Ohio  and  Maryland  difficulties  of 
1985. 

Q.14.  You  stated  in  your  testimony  that  the  Federal  Reserve  has 
used  "precisely  calibrated  techniques"  to  manage  various  crises. 
Please  explain  what  these  techniques  are,  and  describe  in  a  step- 
by-step  fashion  how  the  Fed  used  these  techniques  in  each  of  the 
crises  that  you  cite  in  your  testimony.  Please  include  in  your  an- 
swer precisely  what  was  done  by  the  Federal  Reserve  once  it 
learned  of  the  crisis  and  how  the  Federal  Reserve  relied  on  the  use 
of  its  regulatory  power  over  bank  holding  companies  and  State 
member  banks  to  detect  the  crisis  and  manage  it. 
A.14.  The  observation  in  its  entirety  was:  "But  while  rapid  Hquidity 
creation  [through  open  market  operations  and  discount  window 
loans]  is  often  a  necessary  response  to  a  crisis,  supervision  and  reg- 
ulation responsibilities  give  the  Fed  insight  and  the  authority  to 
use  less  blunt  and  more  precisely  calibrated  techniques  to  manage 
such  crises  and,  more  importantly,  to  avoid  them."  The  attachment 
to  my  March  2  statement  gave  several  detailed  examples  of  how 
the  Fed  addressed  crises.  I  will  not  summarize  them  here,  but  I 
will  repeat  the  highlights.  In  all  cases,  our  role  would  have  been 
impossible  without  our  knowledge  of  financial  markets  and  partici- 
pants and  the  clout  to  influence  events  that  comes  only  from  a  su- 
pervisory role. 

(a)  Our  knowledge  of  the  payments  system,  how  banks  provide 
securities  credit,  and  how  securities  settlement  occurs  were  all  per- 
tinent to  resolving  the  Drexel,  Bumham  failure.  The  Fed's  relation- 
ship with  banks  and  holding  companies  gave  it  the  knowledge  as 
to  which  personnel  to  address,  how  to  persuade,  and  how  to  fashion 
procedures  to  transfer  securities  and  to  have  credit  extended  to  fa- 
cilitate an  orderly  winding-down  of  the  firm. 

(b)  Again,  the  Fed  played  a  kev  role  in  the  1987  stock  market 
crash  by  assuring  that  individual  banks  were  provided  with  the  in- 
formation and  the  framework  to  continue  to  extend  credit  and  exe- 
cute payment  orders  when  there  was  significant  doubt  about 
counterparties. 

(c)  In  the  mid-1980's  thrift  crisis,  our  role  was  to  rapidly  examine 
State-insured  thrifts  to  accelerate  their  acceptance  by  the  FSLIC 
for  Federal  deposit  insurance  of  solvent  entities  and  to  assist  in  the 
closure  and/or  merger  of  insolvent  thrifts. 

(d)  In  the  1982  Mexican  debt  crisis,  the  Fed  recognized  that  a  su- 
pervisory focus  alone  would  exacerbate  the  problem  and  led  the 
banking  community — ^here  and  abroad — to  participate  in  loan  ex- 
tensions and  expansions  that  permitted  the  resolution  of  the  crisis. 
This  example  demonstrates  the  use  of  clout  and  the  special  bal- 
ancing brought  to  a  crisis  situation  by  a  supervisor  aware  of,  and 
responsible  for,  the  economic  consequences  of  its  actions. 
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Q.15.  How  do  you  address  the  issue  that,  while  the  Federal  Re- 
serve's primary  mission  is  to  oversee  monetary  policy,  it  also  has 
bank  supervisory  duties  which  present  inherent  conflicts? 

Subsequent  witnesses  have  testified  that  there  are  at  least  three 
ways  in  which  monetary  policy  and  supervisory  functions  may  con- 
flict: (1)  bank  examinations  may  conflict  with  counter-cyclical  mon- 
etary policy;  (2)  the  two  functions  compete  for  the  time  and  energy 
of  policymakers,  with  bank  regulation  always  taking  a  back  seat  to 
monetary  policy;  and  (3)  implementation  of  both  functions  by  the 
same  agency  may  involve  conflicts  of  interest  with  the  result  that 
the  goals  of  one  are  subverted  to  the  goals  of  the  other. 

How  do  you  respond  to  the  statement  of  former  Reserve  Board 
Vice  Chairman  J.L.  Robertson  that  "in  appraising  the  soundness  of 
loans  or  investments,  bank  examiners  should  never  be  obliged  to 
switch  from  rose-colored  glasses  to  black  ones,  and  back  and  forth 
again,  in  an  effort  to  implement  the  monetary  policy  of  the  mo- 
ment"? 

A.15.  I  simply  do  not  see  the  conflict.  Indeed,  I  believe  our  mone- 
tary policy  is  improved  by  the  practical  knowledge  gained  from, 
and  the  early  information  we  receive  through,  our  examination  and 
supervision  of  banks.  Similarly,  I  believe  that  our  supervision  is 
vastly  improved  by  our  understanding  of,  and  responsibility  for,  the 
macroeconomic  consequences  of  our  supervisory  actions. 

As  I  noted  in  my  statement,  ".  .  .  the  single  regulator  ...  would 
be  disconnected  from  broad  economic  policy  issues.  This  is  a  prob- 
lem because  a  regulator  that  does  not  have  macroeconomic  respon- 
sibility for  its  actions  is  likely  to  inhibit  prudent  risk-taking  hy 
banks,  thus  limiting  economic  growth  and  stability.  .  .  .  Trade-offs 
[between  bank  failures,  and  their  effect  on  the  economy  and  the  in- 
surance fund,  on  the  one  hand,  and  the  economic  necessity  for 
banks  to  finance  risk,  on  the  other]  are  required,  and  a  swing  in 
either  direction  can  create  both  short-  and  long-term  problems. 

"Indeed,  a  single  regulator  with  a  narrow  view  of  safety  and 
soundness  and  with  no  responsibility  for  the  macroeconomic  impli- 
cations of  its  decisions  would  inevitably  have  a  long-term  bias 
against  risk-taking  and  innovation.  It  receives  no  plaudits  for  con- 
tributing to  economic  growth  through  facilitating  prudent  risk-tak- 
ing, but  it  is  severely  criticized  for  too  many  bank  failures.  The  in- 
centives are  clear. 

"The  Federal  Reserve's  stabilization  objectives  cause  us  to  seek 
to  avoid  excessive  tightness  or  ease  in  our  supervisory  posture.  The 
former  leads  inevitably  to  credit  crunches,  and  the  latter  to  credit 
poHcies  that  contribute,  with  a  lag,  to  bank  losses  and  failures." 
With  due  respect  to  the  late  Vice  Chairman  Robertson,  Fed  exam- 
iners do  not  ".  .  .  switch  rose-colored  glasses  to  black  ones.  .  .  ." 

Q.16.  How  do  you  respond  to  criticisms  we  are  hearing  that  the 
Federal  Reserve,  as  a  regulator,  is  pressuring  the  industry  that  it 
regulates  into  opposing  the  Administration's  position  on  regulatory 
consolidation  in  order  to  protect  its  own  turf? 

For  example,  I  received  a  letter  from  the  Association  of  Commu- 
nity Organizations  for  Reform  Now  which  reads  in  pertinent  part: 
"I  write  to  express  my  concern  regarding  news  reports  of  con- 
tacts  between   the   Federal   Reserve   and   the   Nation's   leading 
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banks  regarding  regulatory  consolidation  and  Community  Rein- 
vestment Act  (CRA)  reform. 

These  press  reports  have  left  the  unmistakable  impression  that 
the  Federal  Reserve  has  made  a  private  deal  with  portions  of  the 
banking  industry  to  eviscerate  the  President's  CRA  reform  initia- 
tive in  exchange  for  industry  opposition  to  regulatory  consolida- 
tion. Indeed,  at  times  the  Fed  Governors  have  appeared  to  go  out 
of  their  way  to  organize  and  agitate  the  industry  on  both  these 
public  issues. 

The  appearance  of  such  'trade'  raises  concerns  about  a  gross 
conflict  of  interest  and  undermines  public  confidence  in  the  inde- 
pendence of  the  Nation's  regulatory  apparatus.  Such  backdoor 
dealmaking  between  regulated  institutions  and  regulators  would 
be  unseemly  and  wholly  inappropriate.  It  poorly  serves  the  public 
interest,  corrodes  public  policy,  and  is  a  recipe  for  poor  super- 
visory practices." 

The  New  York  Times  ran  a  lead  article  in  the  business  section 
Saturday,  February  26,  1994,  which  stated:  "In  a  closed  meeting 
with  the  Federal  Reserve's  top  officials,  a  dozen  of  the  Nation's 
most  powerful  bankers  vowed  to  back  the  Fed  in  opposing  the  Clin- 
ton Administration's  plan  for  centralizing  bank  regulation." 

And  then  earlier,  in  The  American  Banker,  it  was  reported  that 
a  Federal  Reserve  Board  Gfovemor  asked  banks  to  oppose  the  Ad- 
ministration's regulatory  consolidation  proposal  in  return  for  the 
Fed's  opposing  the  other  regulators'  CRA  recommendations. 

There  have  also  been  other  reports  of  similar  private  Federal  Re- 
serve Board  activity  on  this  issue. 

How  do  you  respond  to  these  concerns  that,  as  a  regulator,  you 
have  been  attempting  to  influence  the  industry  you  regulate  to  sup- 
port your  position  on  consolidation? 

A.16.  As  I  explained  to  Senator  Sarbanes  at  the  hearing  that  you 
held  regarding  the  agency  consolidation  proposals,  it  is  absolutelv 
untrue  that  the  Federal  Reserve,  as  an  organization,  or  I,  individ- 
ually, have  attempted  in  any  way  to  pressure  the  industry  to  sup- 
port the  Federal  Reserve's  position  on  agency  consolidation.  The 
Federal  Reserve's  views  on  other  regulatory  matters  are  unrelated 
to  our  position  on  consolidation,  and  any  belief  that  the  Board,  or 
any  of  its  members,  has  tied  our  views  on  consolidation  to  a  posi- 
tion regarding  any  other  matter  is  absolutelv  false.  There  is  no 
deal,  private  or  public,  expressed  or  implied,  between  the  Federal 
Reserve  and  anyone  that  in  any  way  ties  our  position  regarding 
agency  consolidation  to  a  position  on  any  other  matter.  The  Federal 
Reserve's  views  regarding  consolidation  arise  out  of  genuine  con- 
cern regarding  the  disadvantages  of  the  current  proposals  regard- 
ing agency  consolidation  and  for  what  the  Board  firmly  believes 
would  be  detrimental  effects  on  the  Board's  abihty  to  carry  on  its 
other  statutory  responsibilities. 

The  Board  is  required  by  law  to  meet  at  least  four  times  each 
year  with  the  Federal  Advisory  Council,  comprised  of  industry  rep- 
resentatives from  each  of  the  twelve  Federal  Reserve  districts.  By 
law,  this  Council  confers  directly  with  the  assembled  Board  regard- 
ing business  conditions,  and  is  empowered  to  call  for  information 
and  make  recommendations  to  the  Board  regarding  a  variety  of 
matters  including  "the  general  affairs  of  the  reserve  banking  sys- 
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tern."  12  U.S.C.  262.  The  FAC  takes  this  opportunity  to  express  di- 
rectly to  the  Board  views  regarding  a  wide  range  of  matters.  Mem- 
bers of  the  FAC  have  expressed  their  views  regarding  agency  con- 
soHdation  to  the  Board.  This  reflects  the  fact  that  the  agency  con- 
solidation proposal  is  a  matter  of  great  importance  and  interest  to 
the  banking  industry,  and  is  not  in  any  way  an  indication  that  the 
Federal  Reserve  has  attempted  to  pressure  the  industry  to  support 
the  Board's  views.  Those  who  suggest  or  imply  that  the  Board  has 
entered  into  any  agreement  regarding  CRA  or  any  other  issue  with 
the  FAC  or  with  anyone  else,  or  attempted  to  pressure  the  industry 
to  support  the  Board  in  exchange  for  Board  support  regarding  CRA 
or  any  other  issue,  are  wrong. 

As  has  the  Treasury  Department,  the  Office  of  the  Comptroller 
of  the  Currency,  and  a  wide  variety  of  other  public  and  private 
commentators,  the  Board  has  expressed  its  views  regarding  agency 
consolidation  in  a  number  of  public  forums  in  order  to  further  the 
debate  regarding  this  issue.  However,  participation  in  this  discus- 
sion should  in  no  way  be  interpreted  as  an  indication  that  the  Fed- 
eral Reserve  has,  or  would  be  willing  to,  change  its  views  on  any 
regulatory,  supervisory,  or  application  matter  in  response  to  sup- 
port or  opposition  from  any  group  or  institution  or  anyone  else. 

Q.17A.  In  your  testimony  before  this  Committee  on  March  2,  1994, 
you  stated  that  the  Federal  Reserve  Board  and  the  Department  of 
the  Treasury  were  80  percent  on  the  way  toward  a  final  com- 
promise. What  have  you  done  since  March  2,  1994,  to  come  to 
terms  with  your  remaining  differences? 

A.17^  I  have  devoted  a  substantial  amount  of  time  and  effort  on 
this.  Governor  La  Ware  and  I  have  had  numerous  meetings  and  ex- 
changes with  Under  Secretary  Newman  and  Comptroller  Ludwig. 
I  have  had  several  discussions  with  Secretary  Bentsen.  These  con- 
versations commenced  within  days  of  March  2  and  have  involved 
frank  and  detailed  exchange  of  proposals.  In  numerous  areas,  dif- 
ferences have  been  overcome  and  I  believe  we  are  close  to  an  over- 
all agreement  on  the  issues. 

Q.17JB.  When  do  you  project  you  and  the  Treasury  Department 
will  be  prepared  to  present  a  united  proposal? 

A.17^.  It  would  be  my  goal  and  expectation  that  this  would  occur 
soon. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  ROTH 
FROM  ALAN  GREENSPAN 

Q.l.  Do  you  support  the  consolidation  of  the  OCC  and  Office  of 
Thrift  Supervision?  Would  such  a  merger  represent  at  least  a  good 
first  step? 

A.1.  I  do  think  that  consolidation  of  the  OCC  and  the  OTS  is  in 
the  public  interest,  especially  as  the  number  of  S&L's  under  OTS 
jurisdiction  declines.  It  would  be  a  useful  step  if  nothing  else  is 
done,  but  I  would  prefer  the  broader  consolidation  proposal  that 
the  Fed  has  developed. 

Q.2,  What  would  be  the  most  rational  way  for  the  Federal  Reserve 
and  any  new  Federal  Banking  Commission  to  divide  their  reg[u- 
latory  authority?  Would  it  make  any  sense,  for  instance,  for  me 
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Fed  to  oversee  all  bank  holding  companies  and  their  subsidiaries, 
with  the  rest  to  be  delegated  to  the  FBC?  What  percentage  of  all 
banking  assets  would  be  under  the  Fed's  supervision  if  this  were 
done? 

A.2.  We  have  suggested  that  all  banking  organizations — with  some 
exceptions — be  divided  on  the  basis  of  the  charter  class  of  the  lead 
(largest)  bank  in  the  organization.  Thus,  the  proposed  Federal 
Banking  Commission  would  be  the  supervisor  for  (1)  all  independ- 
ent national  banks,  and  all  national  and  State-chartered  thrifts, 
and  all  thrift  holding  companies;  and  (2)  all  bank  holding  compa- 
nies, the  nonbank  subsidiaries,  and  all  bank  subsidiaries  (regard- 
less of  charter  class)  of  banking  organizations  whose  lead  bank  has 
a  national  charter,  except  that  the  small  number  of  holding  compa- 
nies and  nonbank  subsidiaries  (but  not  the  bank  subsidiaries)  of 
those  national  bank  holding  companies  that  meet  certain  criteria  of 
significant  financial  scale  in  total  or  in  foreign  exchange  or  pay- 
ments services  be  under  the  purview  of  the  Fed.  The  Federal  Re- 
serve would  be  the  supervisor  for  (1)  all  independent  State  banks 
and  (2)  all  bank  holding  companies,  their  nonbank  subsidiaries, 
and  all  bank  subsidiaries  (regardless  of  charter  class)  of  banking 
organizations  whose  lead  bank  is  State-chartered,  plus  those  na- 
tional bank  holding  companies  referred  to  in  the  exception  of  the 
previous  sentence.  Note  that  in  all  cases,  other  than  for  a  small 
number  of  large  national  bank  organizations,  there  would  be  only 
one  supervisor  per  organization. 

It  would  not,  I  think,  be  reasonable  to  allocate  among  regulators 
on  the  basis  of  banking  organizations  with  holding  company  par- 
ents, on  the  one  hand,  and  independent  banks,  on  the  other.  Over 
25  percent  of  banks  are  not  in  bank  holding  companies — distrib- 
uted among  all  charter  classes — but  those  banks  account  for  only 
a  bit  over  8  percent  of  bank  assets.  Such  banks  would  be  relatively 
heterogenous  and  small  and  are  not  a  relevant  group  for  a  separate 
regulator.  It  would  also  make  the  Fed  too  powerful  a  regulator  if 
it  was  responsible  for  all  banks  in  holding  companies. 

Q.3.  In  the  proposal  delineated  for  the  Committee,  you  suggest  that 
the  Fed  serve  as  supervisor  for  all  independent  State  banks  and  all 
bank  holding  companies  whose  lead  bank  is  State-chartered.  While 
the  latter  category  seems  to  me  appropriate  for  Fed  supervision,  it 
would  also  seem  to  me  that  the  FDIC  might  be  a  more  appropriate 
Federal  supervisor  of  independent  State  banks,  whose  primary 
Federal  nexus  is  their  deposit  insurance.  Do  you  disagree? 
A.3.  If  there  were  a  three  regulator  world,  independent  State 
nonmembers  (those  not  in  holding  companies)  would  be  a  more  rel- 
evant group,  but  there  are  less  than  2,000  of  these  organizations 
(17  percent  of  the  total)  with  only  $207  billion  of  assets  (5.5  percent 
of  the  total).  The  logic  of  separate  regulators  for  independent 
banks,  however,  is  made  more  difficult  by  their  small  number  and 
limited  uniqueness.  There  are  far  more  one-bank  holding  compa- 
nies— most  of  which  are  shell  holding  companies  (no  nonbank  sub- 
sidiaries)— ^whose  organizations  are  more  similar  to  the  independ- 
ents. The  State  nonmember  independent  and  the  State  nonmember 
shell  one-bank  holding  companies  would  total  over  40  percent  of 
banks  with  about  13  percent  of  bank  assets.  While  perhaps  a  more 
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reasonable  grouping,  I  would  prefer  to  make  the  split  between  only 
two  supervisors  and  by  charter  class,  leaving  the  FDIC  to  handle 
deposit  insurance  and  resolution  of  insolvent  institutions. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  BOND 
FROM  ALAN  GREENSPAN 

Q.l.  Do  vou  feel  that  your  plan  will  mean  a  reduction  in  regulatory 
burden  tot  the  banking  industry?  If  so,  why  does  there  seem  to  be 
so  little  industry  support  for  consolidation  proposals?  Secretary 
Bentsen  said  yesterday  that  there  has  been  a  lot  of  misunderstand- 
ing about  their  proposal.  Do  you  agree?  How  do  you  explain  the  in- 
dustry's lack  of  support  for  either  plan? 

A.1.  The  reduction  in  regulatory  burden  would  occur  only  for  those 
organizations  that  now  must  deal,  in  a  significant  way,  with  two 
or  more  regulators.  Most  of  these  entities  are  quite  large.  Smaller- 
and  medium-sized  banks  now  deal  with  only  one  Federal  regulator 
on  most  of  their  operations  and,  hence,  would  be  relatively  unaf- 
fected by  regulatory  consolidation.  For  them,  regulatory  relief 
would  thus  be  modest. 

The  large  organizations  would,  I  think,  have  some  regulatory  re- 
lief— considerable  in  some  cases.  However,  I  think  these  entities  (as 
well  as  most  other  banks)  have  become  more  concerned  about  hav- 
ing no  choice  of  Federal  regulator  and  having  to  deal  with  only  a 
single  regulator  that  would  tend,  over  time,  to  become  inflexible 
and  arbitrary.  When  they  balance  regulatory  relief  against  such 
concerns,  the  problem  of  multiple  regulation  recedes  to  the  back- 

f  round.  In  my  view,  most  bankers  have  understood  these  proposals 
ut,  unfortunately,  have  been  a  bit  nervous  about  offending  either 
the  Treasury  or  the  Fed  by  speaking  out. 

Q.2.  Currently,  the  Fed  does  not  regulate  thrifts,  yet  under  the  Fed 

f>roposal  if  a  thrift  was  a  part  of  a  bank  holding  company  whose 
ead  bank  was  a  State-chartered  bank,  the  Fed  would  regulate  that 
thrift.  The  Fed  doesn't  have  any  expertise  in  regulating  thrifts,  so 
why  should  Congress  pass  a  plan  that  would  allow  the  Fed  to  regu- 
late thrifts  as  a  part  of  a  bank  holding  company  structure? 
A.2.  Under  the  Fed  plan,  thrifts  that  were  in  bank  holding  compa- 
nies whose  lead  bank  was  State-chartered  would — along  with  all 
other  affiliates — be  supervised  by  the  Fed.  This  provides  the 
sought-after  benefit  of  one  supervisor  per  organization.  The  Fed 
would  administer  the  thrift  rules  established  by  the  Federal  Bsink- 
ing  Commission.  We  believe  our  supervisors — from  their  banking 
experience — could  do  a  professional  job  of  examination  of  thrifts, 
since  banks  can  hold  virtually  all  the  assets  that  thrifts  can,  and 
could  easily  administer  Commission  rules. 

Q.3.  The  Administration  claims  that  their  plan  will  prevent  future 
credit  crunches  and  problems  like  the  savings  and  loan  debacle.  Do 
you  agree?  Will  your  plan  prevent  future  credit  crunches  and  prob- 
lems like  the  savings  and  loan  debacle?  Please  explain. 

A.3.  I  do  not  understand  the  Administration's  claim  that  the  great- 
er supervisory  focus  of  a  single  regulator  will  prevent  future  credit 
crunches  or  problems  like  the  savings  and  loan  debacle.  The  issue 
is  not,  as  has  been  claimed,  the  focus  on  safety  and  soundness  by 
a  single  purpose  agency.  The  issue  is  good  supervision  in  a  sound 
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economy.  Indeed,  I  would  argue  that  supervision  is  improved  if  the 
agency  has  a  significant  responsibiHty  for  the  macroeconomic  con- 
sequences of  its  actions.  I  submit  that  the  Fed  has  been  a  more 
consistent  long-run  supervisor  for  just  such  a  reason  and,  in  a  two 
regulator  world,  the  Fed  could  be  a  useful  constraint  to  keep  the 
other  agency  from  veering  too  far  toward  excess  regulatory  ease — 
with  the  incentive  for  long-run  portfolio  problems  and  associated 
future  reductions  in  credit  availability — or  excess  regulatory  re- 
straints— with  the  incentive  for  near-term  credit  crunches  and  a 
weak  economy. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  BOXER 

FROM  ALAN  GREENSPAN 

Q.l.  The  recent  merger  between  Banc  One  and  Valley  National 
Bancorp  was  highly  criticized  by  African  and  Latino  organizations 
who  noted  that  these  institutions: 

a.  had  no  Latino  board  members,  despite  serving  California, 
Texas,  and  Arizona; 

b.  had  made  no  Jbusiness  loans  to  African  American  businesses, 
and; 

c.  had  demonstrated  no  programs  designed  to  reach  low-income 
or  minority  residents. 

Are  you  aware  of  this  specific  case?  How  do  you  respond  to  the 
assertion  that  this  case  is  an  important  example  of  lax  enforcement 
of  CRA  by  the  Fed? 

A.1.  As  seen  by  the  attached  Board  Order,  dated  March  1,  1993, 
I  voted,  along  with  other  Board  members,  to  approve  the  applica- 
tion of  Banc  One  Corporation,  Columbus,  OH,  to  acquire  Valley  Na- 
tional Corporation,  Phoenix,  AZ.  The  Board  carefully  reviewed  the 
CRA  performance  records  of  Banc  One  and  Valley  National  and 
their  respective  subsidiary  banks,  the  comments  presented  in  writ- 
ten submissions,  and  Banc  One's  and  Valley  National's  responses 
to  those  comments,  and  other  relevant  facts  of  record.  As  the  Order 
outlines,  the  Board  considered  the  comments  of  approximately  60 
organizations  and  individuals,  about  half  of  whom  submitted  state- 
ments supporting  the  proposal,  primarily  on  the  basis  of  the  CRA 
record  of  the  Banc  One  organization.  As  part  of  a  thorough  review 
of  the  CRA  record  of  the  two  organizations  involved  in  the  pro- 
posal, the  Board  noted  that  the  most  recent  CRA  performance  ex- 
aminations for  Banc  One's  subsidiary  banks  showed  19  "outstand- 
ing" ratings  and  41  "satisfactory"  ratings.  Before  acting  on  the  pro- 
posal, the  Board  considered  the  preliminary  results  of  a  very  cur- 
rent examination  by  the  OCC  of  Banc  One's  subsidiary  in  Cleve- 
land, OH.  The  Board  weighed  the  "needs  to  improve"  rating  of  the 
Cleveland  subsidiary,  which  represented  less  than  5  percent  of  con- 
solidated assets,  against  the  overall  satisfactory  record  of  Banc 
One's  other  subsidiaries.  Also,  as  part  of  the  Federal  Reserve's  re- 
view of  the  record,  during  the  processing  of  the  application,  exam- 
iners from  the  Federal  Reserve  participated  with  the  OCC  in  exam- 
ining the  CRA  record  of  Valley.  To  fully  and  carefully  consider  the 
issues  in  this  application,  the  Board  took  longer  than  its  normal 
60-day  process  before  acting  on  the  application. 
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To  address  your  specific  points,  please  note,  as  stated  in  footnote 
11  of  the  Order,  that  the  Board  fully  supports  affirmative  programs 
designed  to  promote  equal  opportunity  in  every  aspect  of  a  bank's 
personnel  policies  and  practices.  However,  the  ethnic  diversity 
within  senior  management  and  the  boards  of  directors  are  not  fac- 
tors that  legally  relate  to  the  record  of  performance  under  the  CRA. 
The  Board  believes  such  issues  are  beyond  the  scope  of  the  factors 
that  may  be  assessed  under  the  CRA  or  the  convenience  and  needs 
factor  01  the  Bank  Holding  Company  Act.  Regarding  the  issues  of 
business  loans  to  African  American  businesses,  it  is  currently 
against  the  law  to  collect  such  racial  data  for  business  loans.  How- 
ever, as  the  Order  states,  the  Board  reviewed  the  applicant's  par- 
ticipation in  programs  aimed  at  minority  business.  The  Order  also 
outlines  many  efforts  by  Banc  One  to  serve  low-income  and  minor- 
ity residents. 

Q.2.  In  June  of  1993,  the  Boston  Federal  Reserve  Bank  Study,  enti- 
tled "Closing  the  Gap,"  showed  a  direct  link  between  a  lack  of  di- 
versity within  the  management  of  an  institution  and  a  poor  record 
on  minority  lending. 

Mr.  Chairman,  do  you  support  disclosure  of  race  and  gender 
make  up  of  a  lending  institution's  board  of  directors  and  top  man- 
agement as  part  of  CRA  exams  and  merger  applications? 

A.2.  The  Federal  Reserve  Bank  of  Boston's  publication,  "Closing 
the  Gap,"  is  a  comprehensive  guide  for  lenders  who  seek  to  ensure 
that  all  loan  applicants  are  treated  fairly  and  to  expand  their  mar- 
kets to  reach  a  more  diverse  customer  base.  The  Reserve  Bank 
gathered  recommendations  on  "best  practice"  from  lending  institu- 
tions and  consumer  groups.  The  section  outlining  recommendations 
on  hiring  and  promotion  practices  states  that: 

Hiring  and  promotion  practices  that  foster  racial  and  ethnic  di- 
versity can  help  a  financial  institution  gain  a  competitive  edge  in 
cultivating  business  in  underserved  markets.  A  staff  that  encom- 
passes a  variety  of  viewpoints  and  experience  can  create  an  envi- 
ronment in  which  minority  applicants  feel  welcome,  strengthen 
ties  to  minority  communities,  and  design  policies  and  products 
that  more  effectively  meet  the  needs  of  minority  customers. 
Moreover,  by  explicitly  encouraging  employees  ana  directors  to 
participate  in  community  development  activities,  institutions 
demonstrate  their  commitment  to  serving  minority  communities 
to  both  staff  members  and  the  public. 

In  addition,  the  Board,  along  with  other  Federal  agencies,  re- 
cently addressed  employment  practices  in  a  joint  policy  statement 
on  lending  discrimination.  Question  10  of  the  attached  March  8, 
1994,  Federal  Agencies  Joint  Policy  Statement  on  Lending  Dis- 
crimination states  that,  although  not  a  violation  of  the  Fair  Hous- 
ing Act  or  the  Equal  Credit  Opportunity  Act,  the  employment  of 
few  minorities  and  others  in  protected  classes  can  contribute  to  a 
climate  in  which  lending  discrimination  could  occur  by  affecting  the 
delivery  of  services.  The  policy  statement  also  provides  rec- 
ommendations to  encourage  diverse  employment  practices. 

While  I  fully  support  the  concepts  in  these  documents,  the  stat- 
utes covering  CRA  examinations  or  merger  applications,  as  cur- 
rently structured,  do  not  call  for  such  disclosure.  Moreover,  the  im- 
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portance  of  the  diversity  of  boards  of  directors  and  top  management 
goes  far  beyond  financial  institutions,  and  it  is  not  clear  to  me  why 
they  would  be  singled  out  for  specific  treatment. 

Q.3.  Currently,  we  require  race  and  gender  disclosures  for  home 
mortgage  loans. 

Would  you  support  a  race  and  gender  disclosure  requirement  for 
small  business  and  consumer  loans,  as  part  of  CRA  reform?  Do  you 
believe  there  is  discrimination  for  lending  for  homes  but  not  for 
businesses? 

A.3.  The  Board  strongly  opposes  discrimination  in  any  aspect  of 
lending.  The  Board  believes  that,  generally,  the  purpose  of  fair 
lending  laws  is  best  served  when  an  evaluation  of  creditworthiness 
is  colorblind  and  gender  neutral.  The  Board  is  concerned  that  col- 
lecting race  and  gender  information  for  business  and  consumer 
loans  chips  away  at  the  fundamental  premise  that  such  informa- 
tion is  irrelevant  to  the  credit-granting  process. 

The  Board  has  some  practical  concerns  about  the  usefulness  of 
race  and  gender  information  on  business  loans  (whether  collected 
as  a  part  of  CRA  reform  or  under  other  fair  lending  laws).  For  ex- 
ample, to  collect  data  on  loans  to  partnerships  or  corporations, 
rules  regarding  the  demographic  make  up  of  partners  or  sharehold- 
ers would  be  required.  Simple  rules  that  ease  compliance  are  likely 
to  produce  generalized  data  that  may  be  too  imprecise  for  statis- 
tical analysis.  On  the  other  hand,  requiring  detailed  information 
about  all  shareholders  of  a  corporation  seems  unworkable. 

Also,  the  potential  for  isolating  race  or  gender  as  a  factor  in  a 
credit  decision  for  a  home  loan  is  much  higher  than  for  a  business 
loan.  The  credit  criteria  used  to  evaluate  the  ability  of  a  consumer 
to  repay  a  home  loan — essentially,  the  value  of  the  home,  the  bor- 
rower's income  and  credit  history — is  much  more  uniform  than  the 
criteria  used  for  a  business  loan  applicant.  For  example,  factors 
such  as  a  business  applicant's  expertise,  competition,  and  collateral 
may  vary  widely.  Thus,  the  Board  is  concerned  about  the  utility  of 
the  data,  in  comparison  with  the  burden  of  collecting  it. 

Q.4.  Mr.  Chairman,  it  is  my  understanding  that  among  the  Federal 
Reserve's  top  policymakers  only  1  percent  are  Latinos  and  4  per- 
cent are  African  American. 

Are  you  taking  steps  to  hire  more  minorities  for  top  policy  posi- 
tions? Do  you  believe  that  the  Fed's  lack  of  diversity  impacts  its 
sensitivity  to  issues  of  importance  to  minorities? 
A.4.  As  I  have  stated  before  in  congressional  testimony,  one  area 
in  which  I  see  major  need  for  change  is  the  inadequate  pace  at 
which  women  and  minorities  have  moved  into  the  top  echelons  of 
the  Federal  Reserve.  We  share  your  concerns  in  this  regard,  and 
are  working  diligently  to  improve  opportunities  for  women  and  mi- 
norities throughout  the  System.  Although  I  am  concerned  about  di- 
versity, I  do  not  believe  it  impacts  the  sensitivity  by  the  Board  to 
issues  of  importance  to  minorities. 

As  a  matter  of  information,  currently  12  percent  of  the  Board's 
top  staff  positions  (the  official  staff)  are  minorities,  which  is  a  high- 
er percentage  than  in  the  Federal  Grovernment,  as  a  whole,  or  in 
comparable  agencies.  Three  percent  of  those  officers  are  Hispanic 
and  eight  percent  are  African  American. 
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Q.5.  Andrew  Brimmer,  former  member  of  the  Federal  Reserve 
Board,  testified  before  this  Committee  last  year  that  the  current 
regulatory  system  contributed  to  the  credit  crunch  of  1990-91? 

Do  you  agree  with  Mr.  Brimmer's  assessment?  If  so,  how  did  it 
contribute? 

A.5.  More  important  than  the  "regulatory  system"  in  contributing 
to  supply  constraints  on  bank  credit  in  1990-91  were  (1)  the  pre- 
vious credit  losses  that  had  depleted  bank  capital  and  contributed 
to  well  publicized  bank  failures,  (2)  FDICIA,  which  both  escalated 
the  importance  of  capital  and  raised  the  bank  cost  of  capital  short- 
falls and  risk-taking,  and  (3)  bank  desires  to  exceed  minimum  reg- 
ulatory capital,  given  previous  experience  and  the  focus  on  capital. 
In  an  important  sense,  these  were  transitional  problems  to  a  new 
structure  that  are  now,  happily,  behind  us. 

This  having  been  said,  I  have  no  doubt  that  supply  constraints 
were  exacerbated  as  the  field  supervisors  of  all  agencies,  having 
been  criticized  for  the  high  failure  rates  of  banks,  in  an  under- 
standable human  response,  were  much  more  stringent  than  either 
previously  or  than  called  for  by  the  situation.  I  think  this,  too,  is 
behind  us.  But,  I  would  also  note,  that  is  one  of  the  reasons  why 
the  Fed  should  stay  active  and  play  a  major  role  in  bank  super- 
vision: We  are  the  only  agency  that  has  a  macroeconomic  respon- 
sibility for  our  supervision  and  regulation.  As  such,  we  tend  to  be 
more  even-keeled  than  those  agencies  with  a  sole  focus  on  bank 
safety  and  soundness. 

Q.6.  Is  it  possible  that  a  single  regulator  could  prove  to  exacerbate 
the  regulatory  climate  in  which  foreign  banks  operate  in  the  U.S.? 
Could  that  cause  a  backlash  against  U.S.  banks  which  operate  (or 
seek  to  operate)  internationally? 

A.6.  Foreign  banks  operate  in  the  United  States  under  the  same 
dual  banking  system  as  domestic  banks.  For  example,  a  foreign 
bank  may  establish  a  branch  or  agency  under  either  a  Federal  li- 
cense or  a  State  license.  Similarly,  a  U.S.  bank  subsidiary  of  a  for- 
eign bank  has  the  choice  of  a  State  or  national  charter.  Con- 
sequently, the  disadvantages  of  a  single  Federal  regulator  on  the 
dual  banking  system  will  also  accrue  to  foreign  banks. 

It  is  to  be  hoped  that  whatever  changes  the  United  States  may 
choose  to  adopt  in  its  regulatory  structure  would  not  have  a  dispar- 
ate impact  on  foreign  banks.  If  such  changes  did  have  a  disparate 
impact,  however,  foreign  authorities  would  be  likely  to  view  such 
impact  unfavorably.  It  is  difficult  to  predict  whether  U.S.  banks 
would  suffer  retaliation  as  a  result,  although  it  cannot  be  ruled  out. 

Q.7.  Is  there  not  the  possibility  that  the  Federal  Banking  Commis- 
sion could  become  a  monolithic  agency  which  is  unresponsive  to  the 
needs  of  the  smaller,  locally  oriented  State  banks?  Would  that  not 
hurt  underserved  communities  which  rely,  in  large  part,  on  local 
institutions? 

A.7.  I  agree  with  you.  However,  the  problem  of  unresponsiveness 
would  be  an  issue  for  all  banks.  It  is  in  the  very  nature  of  such 
agencies.  The  relative  impact  could,  as  you  suggest,  be  the  largest 
in  those  communities  with  the  fewest  alternative  sources  of  fund- 
ing. 
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FEDERAL  AGENCIES  ADOPT  JOINT  POLICY 
STATEMENT  ON  LENDING  DISCRIMINATION 


WASHINGTON.  DC.  -  Top  officials  of  the  10  federal  government  agencies  responsible  for 
iniplcmcnimg  and  enforcing  the  nation's  fair  lending  laws  today  announced  a  policy  statement 
on  discrimination  in  lending. 

This  was  the  first  meeting  of  the  Interagency  Task  Force  on  Fair  Lending,  which  was 
organized  to  develop  a  coordinated  approach  to  address  discrimination  in  lending. 

Tlie  participating  federal  agencies  and  their  principals  included: 

♦  Tlie  Depanment  of  Housing  and  Urban  Development  -  Secretary  Henry  G.  Cisneros 

♦  Tlie  Depanment  of  Justice   -  Attorney  General  Janet  Reno 

♦  The  Office  of  the  Comptroller  of  the  Currency   -  Comptroller  Eugene  A   Ludwig 

♦  The  Board  of  Governors  of  the  Federal  Reserve  -  Governor  Lawrence  B    Lindsey 

♦  Tlie  Office  of  Thrift  Supervision  -  Acting  Director  Jonathan  L.  Fiechter 

♦  Tlie  Federal  Deposit  Insurance  Corporation   -  Acting  Chairman  Andrew  C.  Hove,  Jr. 

♦  Tlie  Federal  Housing  Finance  Board   -  Acting  Chairman  Nicolas  P.  Retsinas 

♦  Tlie  National  Credit  Union  Administration    -  Chairman  Norman  E.  DAmours 

♦  The  Federal  Trade  Commission  -  Christian  S.  White.  Acting  Director,  Bureau  of 
Consumer  Protection 

♦  The  Office  of  Federal  Housing  Enterprise  Oversight  -  Director  Aida  Alvarez 

"This  is  an  histonc  occasion. "  said  Henry  G.  Cisneros,  Secretary  of  the  Department  of 
Housing  and  Urban  Development.   "Today,  the  full  weight  of  the  U.S.  government  has  been 
brought  to  bear  to  assure  fair  lending  to  all  Americans.    The  agencies  that  oversee  lenders  of 
all  kinds  have  joined  forces  with  HUD  and  the  Department  of  Justice,  the  two  government 
agencies  that  enforce  civil  nghts.  in  a  joint  declaration  against  discrimination  in  lending." 


-more- 
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Attorney  General  Janet  Reno  added:  "This  is  the  first  time  that  these  enforcement  and 
regulatory  agencies  have  ^x)ken  with  one  voice  on  the  critical  issue  of  lending 
discrimination.    While  we  will  enforce  the  law  vigorously,  a  major  thrust  of  our  program  is 
to  promote  voluntary  compliance.   The  Justice  Department  will  work  with  the  Task  Force  to 
continue  its  efforts  to  provide  further  guidance  to  the  industry. ' 

"This  is  the  beginning  of  the  process.   We  are  looking  forward  to  receiving  comments  about 
how  these  principles  will  apply  to  individual  businesses  and  consumers,  and  we  expect  to 
provide  additional  clarification  in  the  future, '  said  Federal  Reserve  Governor  Lawrence  B. 
Lindsey. 

'By  clarifying  the  basic  principles  that  all  the  federal  agencies  will  use  in  identifying 
discrimination,  this  policy  statement  will  benefit  everyone  —  lenders,  consumers,  and 
regulators  alike,'  said  Eugene  A.  Ludwig,  Comptroller  of  the  Currency.    "In  addition,  the 
policy  statement  will  help  guarantee  a  level  playing  field  for  all  borrowers  by  applying  the 
same  principles  not  just  to  banks  and  thrifts  but  to  everyone  who  makes  loans.  * 

"Discrimination  on  a  prohibited  basis  is  intolerable  and  socially  and  economically  destructive. 
Because  the  contours  of  the  law  are  often  not  well  defined,  depository  institutions  and  other 
lenders  are  not  always  certain  what  action  might  be  considered  to  constitute  illegal 
discrimination.   The  objective  of  the  policy  statement  is  to  further  the  process  of  providing 
more  guidance  and  concrete  examples  of  what  is  and  is  not  illegal  discrimination," 
Jonathan  L.  Ficchter,  Acting  Diraaor  of  the  Office  of  Thrift  Supervision,  said. 

The  task  force  policy  statement  on  fzii  lending  describes  what  constitutes  discrimination 
under  the  Equal  Crwlit  Opportunity  Act  (ECOA)  and  the  Fair  Housing  Act.    It  is  being 
issued  to  inform  lenders  about  what  foctors  the  agencies  consider  in  determining  whether 
lending  discrimination  exists,  and  to  provide  the  agencies  with  a  foundation  for  future 
interpretations  and  rulemakings.    The  statement  will  be  used  by  the  agencies  as  a  tool  for 
administrative  enforcement  of  fair  lending  statutes.    The  policy  statement  applies  to  all 
lenders,  including  banks  and  thrifts,  credit  unions,  mortgage  brokers,  finance  companies, 
retailers,  credit  card  issuers  and  any  other  persons  or  entities  who  extend  credit  of  any  type. 

The  policy  statement  describes  the  ECOA  and  Fair  Housing  Act  and  identifies  specific 
discriminatory  practices  prohibited  by  these  laws.   It  continues  with  a  description  of  the  three 
methods  of  proving  lending  discrimination  under  these  statutes  —  overt  evidence  of 
discrimination,  evidence  of  di^>arate  treatment  and  evidence  of  disparate  impact. 

Overt  discriniination  and  di^)arate  treatment  have  long  been  viewed  as  common  methods  of 
lending  discrimination  under  the  ECOA  and  the  Fair  Housing  Act.   In  its  policy  statement, 
the  Task  Force  states  that  evidence  of  disparate  impact  in  lending  could  also  constitute 
discrimination  under  those  laws  when  a  lender  caimot  show  that  a  'business  necessity"  exists. 

-more- 
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Lenders'  most  commonly  asked  questions  about  fair  lending  violations  are  addressed  in  the 
fmai  section.    Answers  to  these  questions  include  a  detailed  discussion  of  the  criteria  the 
agencies  will  use  in  determining  the  nature  and  severity  of  sanctions  to  address 
discriminatory  lending  practices,  and  the  conditions  under  which  the  primary  regulatory 
agencies  will  make  referrals  for  investigation  and  enforcement.    Application  of  the  principles 
outlined  in  the  policy  statement  will  depend  on  the  facts  in  each  case  and  is  subject  to 
continuing  development. 

"The  FDIC  continues  to  place  a  high  priority  on  Fair  Lending  and  has  recently  enlarged  its 
examination  force  to  strengthen  compliance  with  this  important  legislation.    I  am  pleased  that 
the  FDIC  can  be  part  of  this  united  effort  to  clarify  and  enhance  the  requirements  that 
Financial  institutions  must  satisfy  to  meet  both  the  spirit  and  letter  of  the  law,  and  I  have 
recommended  to  the  FDIC  Board  adoption  of  the  statement,"  said  Andrew  C.  (Skip)  Hove, 
Jr.,  Acting  Chairman  of  the  Federal  Dqwsit  Insurance  Corporation. 

'I  am  glad  that  President  Clinton  has  formally  recognized  the  pemiciousness  of 
discrimination  in  the  lending  community  and  has  focused  our  attention  on  this  critical  issue. 
I  believe  the  credit  union  industry's  fair  lending  record  will  always  be  second  to  none.    But 
no  matter  how  good  we  think  the  financial  industry  is  at  making  ctedit  available  to  all  who 
desire  and  deserve  that  credit,  we  know  it  can  do  better,"  Norman  E.  D' Amours,  Chairman 
of  the  National  Credit  Union  Administration,  stated. 

"If  the  Federal  Home  Loan  Bank  System  is  to  fulfill  its  public  purpose,  member  institutions 
must  operate  in  a  non-discriminatory  manner, "  said  Nicolas  P.  Retsinas,  Acting  Director  of 
the  Federal  Housing  Finance  Board,  which  oversees  the  Bank  System.    "For  this  reason,  the 
Finance  Board  wholeheartedly  endorses  the  fair  lending  policy  statement.    We  see  it  as  a 
bold  and  timely  reaffirmation  of  the  principles  which  must  characterize  all  aspects  of  our 
housing  finance  system." 

Three  agencies,  the  Federal  Dqx>sit  Insurance  Corporation,  National  Credit  Union 
Administration  and  Federal  Trade  Commission,  will  soon  vote  on  adopting  the  policy 
statement.   The  statement  will  then  be  published  in  the  Federal  Register  and  is  effective  upon 
publication.    The  agencies  welcome  comments  and  questions  about  the  application  of  the 
statement's  principles  to  lenders'  specific  policies  and  practices. 
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INTERAGENCY  TASK  FORCE  ON  FAIR  LENDING 
POLICY  STATEMENT 


The  Interagency  Task  Force  on  Fair  Lending  met  on  March  8,  1994  to  consider 
the  following  Policy  Statement  on  Discrimination  in  Lending.   The  Department  of 
Housing  and  Urban  Development,  the  Department  of  Justice,  the  Office  of  the 
Comptroller  of  the  Currency,  the  Office  of  Thrift  Supervision,  the  Federal 
Housing  Finance  Board,  and  the  Office  of  Federal  Housing  Enterprise  Oversight 
have  adopted  the  Policy  Statement.  Governor  Lawrence  Lindsey  was  authorized 
by  the  Board  of  Governors  of  the  Federal  Reserve  System  to  adopt  the  Policy 
Statement  on  behalf  of  the  Board  of  Governors  and  has  done  so.   The 
participants  in  the  Task  Force  meeting  representing  the  Board  of  the  Federal 
Deposit  Insurance  Corporation,  the  Board  of  the  National  Credit  Union 
Administration,  and  the  Federal  Trade  Commission  fully  support  the  Policy 
Statement  and  have  agreed  to  seek  approval  of  the  Policy  Statement  from  their 
agencies.   The  Task  Force  participants  have  agreed  that  the  Policy  Statement 
may  be  made  public  pending  this  process.   Upon  compl^on  of  this  process,  the 
Policy  Statement  will  be  published  in  the  Federal  Register  as  a  Notice.   The 
Notice  will  state  that  the  agencies  welcome  comments  about  the  application  of  the 
principles  in  the  Policy  Statement  to  specific  policies  and  practices.   The  agencies 
anticipate  providing  further  clarification  and  elaboration  on  the  application  of 
these  principles  in  the  future. 
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Policy  Statement  on  Discrimination  in  Lending 

The  Depanment  of  Housing  and  Uiban  Development  ("HUD"),  the  Deputnatnt  of  Justice 
("DOJ"),  the  Office  of  the  Comptroller  of  the  Currency  ("OCC"),  the  Office  of  Thrift 
Supervision  ("OTS"),  the  Board  of  Governon  of  the  Federal  Reserve  System  (the  "Board"), 
the  Federal  Deposit  Insurance  Corporation  ("FDIC"),  the  Federal  Housing  Finance  Board 
("FHFB"),  the  Federal  Trade  Commission  ("FTC"),  the  National  Credit  Union 
Administration  ("NCUA"),  and  the  Office  of  Federal  Housing  Enterprise  Oversight 
("OFHEO")  (collectively,  "the  Agencies")  are  concerned  that  some  prosi>ective  home  buyers 
and  other  borrowers  may  be  experiencing  discriminatory  treatment  in  their  efforts  to  obtain 
loans.   The  1992  Federal  Reserve  Bank  of  Boston  study  on  lending  discrimination, 
Congressional  bearings,  and  agency  investigations  have  indicated  that  race  is  a  factor  in  some 
lending  decisions.   Discrimination  in  lending  on  the  basis  of  race  or  other  prohibited  Actors 
is  destructive,  morally  repugnant,  and  against  the  law.   It  prevents  those  who  are 
discriminated  against  from  enjoying  the  benefits  of  access  to  credit.   The  Agencies  will  not 
tolerate  lending  discrimination  in  any  form.   Further,  fair  lending  is  not  inconsistent  with 
safe  and  sound  operations.   Lenders  must  continue  to  ensure  that  their  lending  practices  are 
consistent  with  safe  and  sound  operating  policies. 

This  policy  statement  applies  to  all  lenders,  including  mortgage  brokers,  issuers  of  credit 
cards,  and  any  other  person  who  extends  credit  of  any  type.   The  policy  statement  is  being 
issued  for  several  reasons,  including: 

•  To  provide  guidance  about  what  the  agencies  consider  in  d^ennining  if  luiding 
discrimination  exists;  and 

•  To  provide  a  foundation  for  future  interpretations  and  rulemakings  by  the  Agencies. 

A  number  of  federal  statutes  seek  to  promote  fair  lending.   For  example,  the  Home 
Mortgage  Disclosure  Act  ("HMDA")  seeks  to  prevent  lending  discrimination  and  redlining 
by  requiring  public  disclosure  of  certain  information  about  mortgage  loan  ^iplications.   The 
Community  Reinvestment  Act  ("CRA")  seeks  affirmatively  to  encourage  institutions  to  help 
to  meet  the  credit  needs  of  the  entire  community  served  by  each  institution  covered  by  the 
statute,  and  CRA  ratings  take  into  account  lending  discriminatim  by  those  institutioiis.   The 
Americans  with  Disabilities  Act  prohibits  discrimination  against  persons  with  disabilities  in 
the  provision  of  goods  and  services,  including  credit  services.   This  policy  statement, 
however,  is  based  upon  and  addresses  only  the  Equal  Credit  Opportunity  Act  and  the  Fair 
Housing  Act,  the  two  statutes  that  q)eciflcally  prohibit  discrimination  in  lending. 

This  policy  statement  has  been  approved  and  adopted  by  the  signatory  Agencies  listdH  above 
as  a  statement  of  the  Agencies'  general  position  on  the  Equal  Credit  Oiqxntunity  Act  and  the 
Fair  Housing  Act  for  purposes  of  admiiiistrative  enforcement  of  those  statutes.   It  is  intended 
to  be  consistent  with  those  statutes  and  their  implementing  regulations  and  to  provide 


209 

-2- 

guidance  to  lenders  seeking  to  comply  with  them.  It  does  not  create  or  confer  any 
substantive  or  procedural  rights  on  third  parties  which  could  be  enforceable  in  any 
administrative  or  civil  proceeding. 

This  policy  statement  will  discuss  what  constitutes  lending  discrimination  under  these  sututes 
and  answer  questions  about  how  the  Agencies  will  re^rand  to  lending  discrimination  and 
what  steps  lenders  might  take  to  prevent  discriminatory  lending  practices. 

A.       Lending  Discrimination  Statutes  and  Regulations 

(1)  The  Equal  Credit  Opportunity  Aa  ("ECOA")  prohibits  discrimination  in  any  aspect  of 
a  credit  transaction.   The  ECOA  is  not  limited  to  consumer  loans.   It  applies  to  any 
extension  of  credit,  including  extensions  of  credit  to  small  businesses,  corporations, 
partnerships,  and  trusts. 

The  ECOA  prohibits  discrimination  based  on: 

•  Race  or  color; 

•  Religion; 

•  National  origin; 

•  Sex; 

•  Marital  status; 

•  Age  (provided  the  applicant  has  the  capacity  to  contract); 

•  The  applicant's  receipt  of  income  derived  from  any  public  assistance  program; 
and 

•  The  applicant's  exercise,  in  good  faith,  of  any  right  under  the  Consumer  Credit 
Protection  Act. 

The  Federal  Reserve  Board's  Regulation  B,  found  at  12  C.F.R.  Part  202,  implements 
the  ECOA.   Regulation  B  describes  lending  acts  and  practices  that  are  specifically 
prohibited,  permitted,  or  required.    Official  interpretations  of  the  regulation  are  found 
in  Supplement  I  to  12  C.F.R.  Part  202. 

(2)  The  Fair  Housing  Act  ("FH  Act")  prohibits  discrimination  in  all  aqxcts  of  residential 
real-estate  related  transactions,  including,  but  not  limited  to: 

•  Making  loans  to  buy,  build,  repair  or  improve  a  dwelling; 

•  Purchasing  real  estate  loans; 

•  Selling,  brokering  or  appraising  residential  real  estate;  and 

•  The  sale  or  rental  of  a  dwelling. 

The  FH  Act  prohibits  discrimination  based  on: 
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•  Race  or  color; 

•  National  origin; 

•  Religion; 

•  Sex; 

•  Familial  status  (defmed  as  children  under  the  age  of  18  living  with  a  parent  or 
legal  custodian,  pregnant  women  and  people  securing  custody  of  children  under 
18);  and 

•  Handicap. 

HUD's  regulations  implementing  the  FH  Act  are  found  at  24  C.F.R.  Part  100. 

Because  both  the  FH  Act  and  the  ECOA  apply  to  mortgage  lending,  lenders  may  not 
discriminate  in  mongage  lending  based  on  any  of  the  prohibited  factors  in  either  list. 

Liability  under  these  two  statutes  for  discrimination  on  a  prohibited  basis  is  civil,  not 
criminal.    However,  there  is  criminal  liability  under  the  FH  Act  for  various  forms  of 
interference  with  efforts  to  enforce  the  FH  Act,  such  as  altering  or  withholding  evidence  or 
forcefully  intimidating  persons  seeking  to  exercise  their  rights  under  the  FH  Act. 


What  is  prohibited.  Under  the  ECOA,  it  is  unlawful  for  a  lender  to  discriminate  on  a 
prohibited  basis  in  any  aspect  of  a  credit  transaction  and,  under  both  the  ECOA  and  the  FH 
Act,  it  is  unlawful  for  a  lender  to  discriminate  on  a  prohibited  basis  in  a  residential  real 
estate  related  transaction.    Under  one  or  both  of  these  laws,  a  lender  may  not,  because  of  a 
prohibited  factor: 

•  Fail  to  provide  information  or  services  or  provide  different  information  or 
services  regarding  any  aspect  of  the  lending  process,  including  credit  availability, 
application  procedures,  or  lending  standards; 

•  Discourage  or  selectively  encourage  applicants  with  respect  to  inquiries  about  or 
applications  for  credit; 

•  Refuse  to  extend  credit  or  use  different  standards  in  detennining  whether  to 
extend  credit; 

•  Vary  the  terms  of  credit  offered,  including  the  amount,  interest  rate,  duration,  or 
type  of  loan; 

•  Use  different  standards  to  evaluate  collateral; 

•  Treat  a  borrower  differently  in  servicing  a  loan  or  invoking  default  remedies;  or 

•  Use  different  standards  for  pooling  or  packaging  a  loan  in  the  secondary  market. 
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A  lender  may  not  express,  orally  or  in  writing,  a  preference  based  on  prohibited  factors  or 
indicate  that  it  will  treat  applicants  differently  on  a  prohibited  basis. 

A  lender  may  not  discriminate  on  a  prohibited  basis  because  of  the  characteristics  of: 

•  A  person  associated  with  a  credit  ^iplicant  (for  example,  a  co-applicant,  spouse, 
business  partner,  or  live-in  aide);  or 

•  The  present  or  prospective  occupants  of  line  area  where  property  to  be  fuianced  is 
located. 

Finally,  the  FH  Act  requires  lenders  to  make  reasonable  accommodations  for  a  person  with 
disabilities  when  such  accommodations  are  necessary  to  aiToid  the  person  an  equal 
opportunity  to  apply  for  credit. 


B.       Types  of  Lending  Discrimination 

The  courts  have  recognized  three  methods  of  proof  of  lending  discrimination  under  the 
ECOA  and  the  FH  Art: 

•  'Oven  evidence  of  discrimination,'  when  a  lender  blatantly  discriminates  on  a 

prohibited  basis; 

•  Evidence  of  "disparate  treatment,'  when  a  lender  treats  applicants  differently 
based  on  one  of  the  prohibited  factors;  and 

•  Evidence  of  "disparate  impart,'  when  a  lender  applies  a  practice  uniformly  to  all 
applicants  but  the  prartice  has  a  discriminatory  effect  on  a  prohibited  basis  and  is 
not  justified  by  business  necessity. 

Overt  Evidence  of  Discrimination.  There  is  oven  evidence  of  discrimination  when  a  lender 
openly  discriminates  on  a  prohibited  basis. 

Example.   A  lender  offered  a  credit  can)  with  a  limit  of  up  to  S7S0  for 
applicants  aged  21-30  and  $1500  for  Mppbaats  over  30.   This  policy  violated 
the  ECOA's  prohibition  on  discrimination  based  on  age. 

There  is  oven  evidence  of  discrimination  even  when  a  lender  expresses  -  but  does  not  art  on 
-  a  discriminatory  preference: 

Example.   A  lending  officer  told  a  customer,  'We  do  not  like  to  make  home 
mongages  to  Native  Americans,  but  the  law  says  we  cannot  discriminate  and 
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we  have  to  comply  with  the  law."   This  statement  violated  the  FH  Act's  | 

prohibition  on  statements  expressing  a  discriminatory  preference.  j 

Evidence  of  Disparate  Treatment.   Disparate  treatment  occurs  when  a  lender  treats  a  credit  i 

applicant  differently  based  on  one  of  the  prohibited  bases.   Disparate  treatment  ranges  from  ' 

overt  discrimination  to  more  subtle  disparities  in  treatment.   It  does  not  require  any  showing  i 

that  the  treatment  was  motivated  by  prejudice  or  a  conscious  intention  to  discriminate  against  i 

a  person  beyond  the  difference  in  treatment  itself.   It  is  considered  by  courts  to  be  mtentional  | 

discrimination  because  no  credible,  nondiscriminatory  reason  e}q>lains  the  difference  in  { 

treatment  on  a  prohibited  basis.  I 

Example.   Two  minority  loan  applicants  were  told  that  it  would  take  several  hours  j 

and  require  the  payment  of  an  application  fee  to  determine  whether  they  would  qualify  { 

for  a  home  mortgage  loan.   In  contrast,  a  loan  officer  took  fmancial  information  i 

immediately  from  nonminority  applicants  and  determined  whether  they  qualified  in  | 
minutes,  without  a  fee  being  paid.   The  lender's  differential  treatment  violated  both 
the  ECOA  and  the  FH  Act. 

Example:   Redlining  refers  to  the  illegal  praaice  of  refusing  to  make 
residential  loans  or  imposing  more  onerous  terms  on  any  loans  made  because 
of  the  predominant  race,  national  origin,  etc.,  of  the  neighborhood  in  which 
the  property  is  located.   Redlining  violates  both  the  FH  Act  and  the  ECOA. 

Disparate  treatment  may  more  likely  occur  in  the  treatment  of  applicants  who  are  neither 
clearly  well -qualified  nor  clearly  unqualified.    Discrimination  may  more  readily  affect 
applicants  in  this  middle  group  for  two  reasons.    First,  because  the  applications  are  all  "close 
cases,"  there  is  more  room  and  need  for  lender  discretion.    Second,  whether  or  not  an 
appbcant  qualifies  may  depend  on  the  level  of  assistance  the  lender  provides  the  applicant  in 
preparing  an  application.   The  lender  may,  for  example,  propose  solutions  to  problems  on  an 
^^lication,  identify  compensating  factors,  and  provide  encouragement  to  the  applicant. 
Lenders  are  under  no  obligation  to  provide  such  assistance,  but  to  the  extent  that  they  do,  the 
assistance  must  be  provided  in  a  nondiscriminatory  way. 

Example:   A  nonminority  couple  applied  for  an  automobile  loan.   The  lender 
found  adverse  information  in  the  couple's  credit  repon.   The  lender  discussed 
the  credit  report  with  them  and  determined  that  the  adverse  information,  a 
judgment  against  the  couple,  was  incorrect  since  the  judgment  had  been 
vacated.   The  nonnpiinority  couple  was  granted  their  loan.   A  minority  couple 
applied  for  a  similar  loan  with  the  same  lender.   Upon  discovering  adverse 
information  in  the  minority  couple's  credit  zcport,  the  lender  denied  the  loan 
application  on  the  basis  of  the  adverse  information  without  giving  the  couple 
an  opportunity  to  discuss  the  report. 
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£xample:   Two  minority  borrowers  inquired  with  a  lender  about  mortgage 
loans.   They  were  given  q>pIications  for  fixed-rate  loans  only  and  were  not 
offered  assistance  in  completing  the  loan  applications.   They  completed  the 
applications  on  their  own  and  ultimately  failed  to  qualify.   Two  similarly 
situated  nonminority  borrowers  made  an  identical  inquiry  about  mortgage  loans 
to  the  same  lender.   They  were  given  information  about  both  adjustable-rate 
and  fixed-rate  mortgages  and  were  given  assistance  in  preparing  applications 
that  the  lender  could  accept. 

Both  of  these  are  examples  of  disparate  treatment  of  similarly  situated  applicants,  apparently 
based  on  a  prohibited  factor,  in  the  amount  of  assistance  and  information  the  lender 
provided.   The  lender  might  also  generally  exercise  its  discretion  to  disfavor  some 
individuals  or  favor  others  in  a  manner  that  results  in  a  pattern  or  practice  of  disparate 
treatment  that  cannot  be  explained  on  grounds  other  than  a  prohibited  basis. 

If  a  lender  has  treated  similar  applicants  differently  on  the  basis  of  a  prohibited  factor,  it 
must  provide  an  explanation  for  the  difference  in  treatment.   If  the  loider  is  unable  to 
provide  a  credible  and  legitimate  nondiscriminatory  e}q>lanation,  the  agency  may  infer  that 
the  lender  discriminated. 

If  an  agency  determines  that  a  lender's  explanation  for  treating  some  applicants  differently  is 
a  pretext  for  discrimination,  the  agency  may  find  that  the  lender  discriminated, 
notwithstanding  the  lender's  explanation. 

Example:   A  lender  rejected  a  loan  application  made  by  a  female  applicant 
with  flaws  in  her  credit  rqx)rt  but  accepted  applications  by  male  applicants 
with  similar  flaws.   The  lender  offered  the  explanation  that  the  rejected 
a^lication  had  been  processed  by  a  new  loan  officer  who  was  unfamiliar  with 
the  bank's  policy  to  work  with  applicants  to  correct  credit  tepon  problems. 
However,  an  investigation  revealed  that  the  same  loan  officer  that  processed 
the  rejected  ^jplication  had  accepted  applications  from  males  with  similar 
credit  problems  after  working  with  than  to  provide  satisfactory  explanations. 

When  a  lender's  treatment  of  two  applicants  is  compared,  even  when  there  is  an  apparently 
valid  explanation  for  a  particular  difference  in  treatment,  further  investigation  may  establish 
disparate  treatment  on  a  prohibited  basis.   For  example,  seemingly  valid  explanations  for 
denying  loans  to  minority  applicants  may  have  been  applied  consistently  to  minority 
ai^licants  and  inconsistently  to  nonminority  applicants;  or  'offsetting*  or  'compensatory" 
factors  cited  as  the  reason  for  a^^roving  nonminority  applicants  may  involve  information  that 
the  lender  usually  failed  to  consider  for  minority  applicants  but  usually  considered  for 
nonminority  a^^licants. 

A  pattern  or  practice  of  disparate  treatment  on  a  prohibited  basis  may  also  be  established 
through  a  valid  statistical  analysis  of  detailed  loan  file  information,  provided  that  the  analysis 
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controls  for  possible  legitimate  explanations  for  differences  in  treatment.   Where  a  lender's 
underwriting  decisions  are  the  subject  of  a  statistical  analysis,  detailed  information  must  be 
collected  from  individual  loan  files  about  the  applicants'  qualifications  for  credit.    Data 
reported  by  lenders  under  the  HMDA  do  not,  standing  alone,  pr-^vide  sufficient  information 
for  such  an  analysis  because  they  omit  important  variables,  such  as  credit  histories  and  debt 
ratios.   HMDA  data  are  useful,  though,  for  identifying  lenders  whose  practices  may  warrant 
investigation  for  compliance  with  fair  lending  laws.    HMDA  data  may  also  be  relevant,  in 
conjunction  with  other  evidence,  to  determine  whether  a  lender  has  discriminated. 


Evidence  of  Disparate  Impact.   When  a  lender  i^lies  a  policy  or  practice  equally  to  credit 
applicants,  but  the  policy  or  practice  has  a  disproportionate  adverse  impact  on  applicants 
from  a  group  proteaed  against  discrimination,  the  policy  or  practice  is  described  as  having  a 
"disparate  impact."   Policies  and  practices  that  are  neutral  on  their  face  and  that  are  applied 
equally  may  still,  on  a  prohibited  basis,  disproportionately  and  adversely  affect  a  person's 
access  to  credit. 

Although  the  precise  contours  of  the  law  on  disparate  impact  as  it  appUes  to  lending 
discrimination  are  under  development,  it  has  been  clearly  established  that  proof  of  lending 
discrimination  using  a  disparate  impaa  analysis  encompasses  several  stq>s.   The  single  fact 
that  a  policy  or  practice  creates  a  disparity  on  a  prohibited  basis  is  not  alone  proof  of  a 
violation.   Where  the  policy  or  practice  is  justified  by  "business  necessity"  and  there  is  no 
less  discriminatory  alternative,  a  violation  of  the  FH  Act  or  the  ECOA  will  not  exist. 

The  existence  of  a  disparate  impact  may  be  established  through  review  of  bow  a  particular 
practice,  policy  or  standard  operates  with  respect  to  those  who  are  affected  by  it.   The 
existence  of  disparate  impact  is  not  established  by  a  mere  assertion  or  general  percq>tion  that 
a  policy  or  practice  disproportionately  excludes  or  injures  people  on  a  prohibited  basis.   The 
existence  of  a  disparate  impact  must  be  established  by  facts.   Frequently  this  is  done  through 
a  quantitative  or  statistical  analysis.    Sometimes  the  operation  of  the  practice  is  reviewed  by 
analyzing  its  effect  on  an  applicant  pool;  sometimes  it  consists  of  an  analysis  of  the  practice's 
effect  on  possible  applicants,  or  on  the  population  in  general.    Not  every  member  of  the 
group  must  be  adversely  affected  for  the  practice  to  have  a  disparate  impact.   Evidence  of 
discriminatory  intent  is  not  necessary  to  establish  that  a  policy  or  practice  adopted  or 
implemented  by  a  lender  that  has  a  disparate  impact  is  in  violation  of  the  FH  Act  or  ECOA. 

Identifying  the  existence  of  a  disparate  impact  is  only  the  first  stq)  in  proving  leading 
discrimination.   When  an  Agency  finds  that  a  lender's  policy  or  practice  has  a  diqtaiate 
impact,  the  next  step  is  to  seek  to  determine  whether  the  (wlicy  or  practice  is  justified  by 
'business  necessity."   The  justification  must  be  manifest  and  may  not  be  hypothetical  or 
speculative.   Facton  that  may  be  relevant  to  the  justification  could  include  cost  and 
profitability. 
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Even  if  a  policy  or  practice  that  has  a  disparate  impact  on  a  prohibited  basis  can  be  justified 
by  business  necessity,  it  stilJ  may  be  found  to  be  discriminatory  if  an  alternative  policy  or 
practice  could  serve  the  same  purpose  with  less  discriminatory  effect. 


Example:   A  lender's  policy  is  not  to  extend  loans  for  single  family  residences 
for  less  than  $60,000.00.   This  policy  has  been  in  effect  for  ten  years.   This 
minimum  loan  amount  policy  is  shown  to  disproportionately  exclude  potential 
minority  applicants  from  consideration  because  of  their  income  levels  or  the 
value  of  the  houses  in  the  areas  in  which  they  live.   The  lender  will  be 
required  to  justify  the  'business  necessity'  for  the  policy. 

Example:   In  the  past,  lenders  primarily  considered  net  income  in  making 
underwriting  decisions.   In  recent  years,  the  trend  has  been  to  consider  gross 
income.   A  lender  decided  to  switch  its  practices  to  consider  gross  income 
rather  than  net  income.   However,  in  calculating  gross  income,  the  lender  did 
not  distinguish  between  taxable  and  nontaxable  income  even  though  nontaxable 
income  is  of  more  value  than  the  equivalent  amount  of  taxable  income.   The 
lender's  policy  may  have  a  disparate  impact  on  individuals  with  disabilities  and 
the  elderly,  both  of  whom  are  more  likely  than  the  general  applicant  pool  to 
receive  substantial  nontaxable  income.   The  lender's  policy  is  likely  to  be 
proven  discriminatory.   First,  the  lender  is  unlikely  to  be  able  to  show  that  the 
policy  is  compelled  by  business  necessity.   Second,  even  if  the  lender  could 
show  business  necessity,  the  lender  couM  achieve  the  same  purpose  with  less 
discriminatory  effect  by  'grossing  up'  nontaxable  income  (i.e.,  making  it 
equivalent  to  gross  taxable  income  by  using  formulas  related  to  the  applicant's 
tax  bracket). 

Lenders  will  not  have  to  justify  every  requirement  and  practice  every  time  that  they  face  a 
compliance  examination.   The  AgeiKies  recognize  the  relevance  to  credit  decisions  of  factors 
related  to  the  adequacy  of  the  borrower's  income  to  carry  the  loan,  the  likely  continuation  of 
that  income,  the  adequacy  of  the  collateral  to  secure  the  loan,  the  borrower's  past 
performance  in  paying  obligations,  the  availability  of  funds  to  ck>se,  and  the  existence  of 
adequate  reserves.    While  lenders  should  think  critically  about  whether  widtspread,  ^miliar 
requirements  and  practices  have  an  unjustifiabk  disparate  impaa,  tbey  should  look  especially 
carefiiUy  at  requirements  that  are  more  stringent  than  customary.   Lenden  should  also  stay 
informed  of  developments  in  underwriting  and  portfolio  performance  evaluation  so  that  they 
are  well  positioned  to  comider  all  optioos  by  which  their  business  objectives  can  be 
achieved. 


C.      Answers  to  Questions  Often  Asked  by  Rnancial  Institutions  and 
the  Public 
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Lending  institutions  and  others  often  ask  the  Agencies  questions  about  various  aspects  of 
lending  discrimination.  The  Agencies  have  compiled  this  Ust  of  common  questions,  with 
answers,  in  order  to  provide  further  guidance. 


Ql:      Are  disparities  ia  application,  approval,  or  denial  rates  revealed  by  Home 
Mortgage  Disclosure  Act  ("HMDA")  data  sufTicient  to  establish  lending 
discrimination? 

A:        HMDA  data  alone  do  not  prove  lending  discrimination.   The  data  do  not  contain 
enough  information  on  major  credit- related  factors,  such  as  employment  and  credit 
histories,  to  prove  discrimination.   De^ite  these  limitations,  the  data  can  provide  "red 
flags"  that  there  may  be  problems  at  particular  institutions.   Therefore,  regulatory  and 
enforcement  agencies  may  use  HMDA  data,  along  with  other  factors,  to  identify 
institutions  whose  lending  practices  warrant  more  scrutiny.   Furthermore,  HMDA 
data  can  be  relevant,  in  conjunction  with  other  data  and  information,  to  determine 
whether  a  lender  has  discriminated. 


Q2:      Does  a  lending  institution  that  submits  inaccurate  HMDA  data  violate  lending 
discrimination  laws? 

A:        An  inaccurate  HMDA  data  submission  constitutes  a  violation  of  the  HMDA,  the 
Federal  Reserve  Board's  Regulation  C,  and  other  applicable  laws,  and  may  subject 
the  lending  institution  to  an  enforcement  action,  which  could  include  civil  money 
penalties,  and,  if  the  lender  is  a  HUD-approved  mortgagee,  the  sanctions  of  the  HUD 
Mortgagee  Review  Board.   An  inaccurate  HMDA  data  submission,  however,  is  not  in 
itself  a  violation  of  the  ECOA  or  the  FH  Act.     However,  a  person  who  intentionally 
submits  incorrect  or  incomplete  HMDA  data  in  order  to  cover  up  a  violation  of  the 
FH  Act  may  be  subject,  under  the  FH  Act  and  federal  criminal  statutes,  to  a  fine  or 
prison  term  or  both.   In  addition,  a  failure  to  ensure  accurate  HMDA  data  may  be 
considered  as  a  relevant  fact  during  a  FH  Act  investigation  or  an  examination  of  the 
institution's  lending  activities. 


Q3:      Does  a  second  review  program  only  for  loan  applicants  who  are  members  of  a 
protected  class  violate  laws  prohibiting  discrimination  in  lending? 

A:        Such  programs  are  permissible  if  they  do  no  more  than  ensure  that  lending  standards 
are  applied  fairly  and  uniformly  to  all  i^jplicants.   For  example,  it  is  permissible  to 
review  the  proposed  denial  of  a|^licants  who  are  members  of  a  protected  class  by 
comparing  their  applications  to  the  approved  applications  of  similarly  qualified 
individuals  who  are  not  members  of  a  protected  class  to  determine  if  the  applications 
were  evaluated  consistently.   It  is  impermissible,  however,  to  review  the  ai^lications 
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of  members  of  a  protected  class  in  order  to  apply  standards  to  those  applications 
different  from  the  standards  used  to  evaluate  other  ^iplications  for  the  same  credit 
program  or  to  apply  the  same  standards  in  a  different  manner,  unless  such  actions  are 
otherwise  permitted  by  law,  as  described  in  Question  4. 

Other  types  of  second  review  programs  are  also  permissible.   For  example,  lenders 
could  review  the  proposed  denial  of  all  appUcants  within  a  certain  income  range. 
Lenders  also  could  review  a  sampling  of  all  a{^licatioas  proposed  for  denial,  or  even 
review  all  such  ai^lications. 


Q4:      May  a  lender  apply  different  lending  standards  to  applicants  who  are  members  of 
a  protected  class  in  order  to  increase  lending  to  that  sector  of  its  community? 

A:        Generally,  a  lender  that  applies  different  lending  standards  or  offers  different  levels  of 
assistance  on  a  prohibited  basis,  regardless  of  its  motivation,  would  be  violating  both 
the  FH  Act  and  the  ECOA.   There  are  exceptions  to  the  general  rule;  thus,  applying 
different  lending  standards  or  offering  different  levels  of  assistance  to  applicants  who 
are  members  of  a  protected  class  is  permissible  in  some  circumstances.   For  example, 
the  FH  Act  requires  lenders  to  provide  reasoiuble  accommodation  to  people  with 
disabilities.    In  addition,  providing  different  treatment  to  applicants  to  address  past 
discrimination  would  be  permissible  if  done  in  response  to  a  court  order  or  otherwise 
in  accord  with  a^jplicable  legal  precedent.   However,  the  law  in  this  area  is  complex 
and  developing.   Before  implementing  programs  of  this  sort,  a  lender  should  seek 
legal  advice. 

Of  course,  afTirmative  advertising  and  marketing  efforts  that  do  not  involve 
application  of  different  lending  standards  are  permissible  under  both  the  ECOA  and 
the  FH  Act.   For  example,  special  outreach  to  a  minority  community  would  be 
permissible. 

Q5:      Should  a  lender  engage  in  self-testing? 

A:        Principles  of  sound  lending  dictate  that  adequate  policies  and  procedures  be  in  place 
to  ensure  safe  and  sound  lending  practices  and  compliance  with  applicable  laws  aitd 
regulations,  and  that  a  lender  adopt  a;^ropriate  audit  and  control  systems  to  determine 
whether  the  institution's  policies  and  procedures  are  fiinctioning  adequately.   This  is 
as  true  in  the  area  of  fair  lending  as  in  other  opeiatioos.   Lenden  should  employ 
reliable  measures  for  auditing  fair  lending  compliance.   A  well-designed  and 
implemented  program  of  self-testing  could  be  a  valuable  part  of  this  process.   Lenders 
should  be  aware,  however,  that  data  documenting  lending  discrimination  discovned  in 
a  self-test  generally  will  not  be  shielded  from  disclosure. 
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Corrective  actions  should  always  be  taken  by  any  lender  that  discovers  discrimination. 
Self-testing  and  corrective  actions  do  not  expunge  or  extinguish  legal  liability  for  the 
violations  of  law,  insulate  a  lender  from  private  suits,  or  eliminate  the  primary 
regulatory  agency's  obligation  to  make  the  referrals  required  by  law.   However,  they 
will  be  considered  as  a  substantial  mitigating  factor  by  the  primary  regubtory 
agencies  when  contemplating  possible  enforcement  actions.   In  addition,  HUD  and 
£>OJ  will  consider  as  a  substantial  mitigating  factor  an  institution's  self-identification 
and  self -correction  when  determining  whether  they  will  seek  additional  penalties  or 
other  relief  under  the  FH  Act  and  the  ECOA.    The  Agencies  strongly  encourage  self- 
testing  and  will  consider  further  steps  that  might  be  taken  to  provide  greater 
incentives  for  institutions  to  undertake  self-assessment  and  self-correction. 


Q6:      What  should  a  lender  do  if  self-testing  evidences  lending  discrimination? 

A:        If  a  lender  discovers  discriminatory  practices,  it  should  make  all  reasonable  efforts  to 
determine  the  full  extent  of  the  discrimination  and  its  cause,   e.g.,  determine  whether 
the  practices  were  grounded  in  defective  policies,  poor  implementation  or  control  of 
those  policies,  or  isolated  to  a  particular  area  of  the  lender's  operations.   The  lender 
should  take  all  appropriate  corrective  actions  to  address  the  discrimination,  including, 
but  not  limited  to: 

•  Identifying  customers  whose  applications  may  have  been  inappropriately 
processed,  offering  to  extend  credit  if  they  were  improperiy  denied;  and 
compensating  them  for  any  damages,  both  out-of-pocket  and  compensatory;  and 
notifying  them  of  their  legal  rights; 

•  Correcting  any  institutional  policies  or  procedures  that  may  have  contributed  to 
the  discrimination; 

•  Identifying,  and  then  training  and/or  discq>lining,  the  employees  involved; 

•  Considering  the  need  for  community  outreach  programs  and/or  changes  in 
marketing  strategy  or  loan  products  to  better  serve  minority  segments  of  the 
lender's  market;  and 

•  Improving  audit  and  oversight  systems  in  order  to  ensure  there  is  no  recurrence 
of  the  discrimination. 

An  institution  is  not  required  to  report  to  the  Agencies  a  lending  discrimination 
problem  it  has  discovered.   However,  a  lender  that  repoits  its  discovery  can  ensure 
that  the  corrective  actions  it  develops  are  appropriate  and  complete  and  thereby 
minimize  the  damages  to  which  it  will  be  subject. 
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Q7:      Will  a  lender  be  held  responsible  for  discriminatory  lending  engaged  in  by  a 

single  loan  ofTicer  where  the  lending  institution  has  good  policies  and  procedures 
in  place,  is  otherwise  in  full  compliance  with  all  applicable  laws  and  regulations 
and  neither  knows  or  reasonably  could  have  known  that  the  officer  was  engaged 
in  illegal  discriminatory  conduct? 

A:        Fair  lending  violations  can  occur  even  in  the  most  well-run  lending  institutions  that 
have  good  policies  in  place  to  ensure  compliance  with  fair  lending  laws  and 
regulations.   Of  course,  the  chances  that  such  violations  will  occur  can  be  greatly 
reduced  by  backing  up  those  policies  with  proper  employee  training  and  supervision 
and  subjecting  the  lending  process  to  proven  systems  of  oversight  and  review.   Self- 
testing  can  further  reduce  the  likelihood  that  violations  may  occur.   Notwithstanding 
these  efforts,  a  single  loan  officer  might  still  improperly  apply  policies  or,  worse  yet, 
deliberately  circumvent  them  and  manage  to  conceal  or  disguise  the  true  nature  of  his 
or  her  praaices  for  a  time.   It  may  be  particularly  difficult  to  discover  this  type  of 
behavior  when  it  occurs  in  the  pre-appUcation  process. 

In  any  case  where  discriminatory  lending  by  a  lending  institution  is  identified,  the 
lender  will  be  expeaed  to  identify  and  fairly  compensate  victims  of  discriminatory 
conduct  just  as  it  would  be  expected  to  compensate  a  customer  if  an  employee's 
conduct  resulted  in  physical  injury  to  the  customer.   In  addition,  such  a  violation 
might  constitute  a  'pattern  or  practice*  that  must  be  referred  to  DOJ  or  a  violation 
that  must  be  referred  to  HUD. 

As  in  other  cases  of  discriminatory  behavior,  where  a  lender  takes  self-initiated 
corrective  actions,  such  actions  will  be  considered  as  a  substantial  mitigating  factor  by 
the  Agencies  in  determining  the  nature  of  any  enforcement  action  and  what  penalties 
or  other  relief  would  be  ^jpropriate. 


Q8:      If  a  federal  financial  institutions  regulatory  agency  has  "reason  to  believe"  that  a 
lender  has  engaged  in  a  pattern  or  practice  of  discrimination  in  violation  of  the 
ECOA,  the  ECOA  requires  the  agency  to  refer  the  matter  to  DOJ.  What 
constitutes  a  "reason  to  believe"? 

A:        A  federal  financial  institutions  regulatory  agency  has  reason  to  believe  that  an  ECOA 
violation  has  occurred  when  a  reasonable  person  would  conclude  from  an  examination 
of  all  credible  information  available  that  disciimination  has  occurred.   This 
determination  requires  weighing  the  available  evidence  and  applicable  law  and 
determining  whether  an  apparent  violation  has  occurred.   Information  supporting  a 
reason  to  believe  finding  may  include  loan  files  and  other  documents,  credible 
observations  by  persons  with  direct  knowledge,  statistical  analysis,  and  the  financial 
institution's  response  to  the  preliminary  examination  fmdings. 
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Reason  to  believe  is  more  than  an  unfounded  su^icion.    While  the  evidence  of 
discrimination  need  not  be  defmitive  and  need  not  include  evidence  of  oven 
discrimination,  it  should  be  developed  to  the  point  that  a  reasonable  person  would 
conclude  that  a  violation  exists. 


Q9:      If  a  federal  fiDancial  institutions  regulatory  agency  has  reason  to  believe  that  a 

lender  has  engaged  in  a  "pattern  or  practice"  of  discrimination  in  violation  of  the 
ECOA,  the  agency  will  refer  the  matter  to  DOJ.  What  constitutes  a  "pattern  or 
practice"  of  lending  discrimination? 

A:        Detenninations  by  federal  financial  institutions  regulatory  agencies  regarding  a  pattern 
or  practice  of  lending  discrimination  must  be  based  on  an  analysis  of  the  facts  in  a 
given  case.   Isolated,  unrelated  or  accidental  occurrences  will  not  constitute  a  panem 
or  practice.   However,  rqieated,  intentional,  regular,  usual,  deliberate,  or 
institutionalized  practices  will  almost  always  constitute  a  pattern  or  practice.   The 
totality  of  the  circumstances  must  be  considered  when  assessing  whether  a  panem  or 
practice  is  present.    Considerations  include,  but  are  not  limited  to: 

•  Whether  the  conduct  appears  to  be  grounded  in  a  written  or  unwritten  policy  or 
established  practice  that  is  discriminatory  in  purpose  or  effect; 

•  Whether  there  is  evidence  of  similar  conduct  by  a  financial  institution  toward 
more  than  one  applicant.   Note,  however,  that  this  is  not  a  mathematical  process, 
e.g.,  'more  than  one*  does  not  necessarily  constitute  a  pattern  or  practice; 

•  Whether  the  conduct  has  some  conunon  source  or  cause  within  the  financial 
institution's  control; 

•  The  relationship  of  the  instances  of  conduct  to  one  another  (e.g. ,  whether  they  all 
occurred  in  the  same  area  of  the  financial  institution's  operations);  and 

•  The  relationship  of  the  number  of  instances  of  conduct  to  the  financial 
institution's  total  lending  activity.   Note,  however,  that,  depending  on  the 
circumstances,  violations  that  involve  only  a  small  percentage  of  an  institution's 
total  lending  activity  could  constitute  a  pattern  or  practice. 

Dqiending  on  the  egregiousness  of  the  facts  and  circumstances  involved,  singly  or  in 
combination,  these  factors  could  provide  evidence  of  a  pattern  or  practice. 

QIO:    How  does  the  employment  of  few  minorities  and  individuals  from  other  protected 
classes  in  lending  positions  —  e.g..  Account  Executive,  Underwriter,  L4>an 
Counselor,  Loan  Processor,  Staff  Appraiser,  Assistant  Branch  Manager  and 
Branch  Manager  —  affect  compliance  with  lending  discrimination  laws? 
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The  employment  of  few  minorities  and  others  in  protected  classes,  in  itself,  is  not  a 
violation  of  the  FH  Act  or  the  ECOA.    However,  employment  of  few  members  of 
protected  classes  in  lending  positions  can  contribute  to  a  climate  in  which  lending 
discrimination  could  occur  by  affecting  the  delivery  of  services. 

Therefore,  lenders  might  consider  the  following  stq)s,  as  appropriate  to  their 
institutions: 

•  Advertising  lending  job  openings  in  locaJ  minority-oriented  publications; 

•  Notifying  predominantly  minority  organizations  of  such  openings; 

•  Seeking  employment  referrals  from  current  minority  employees,  minority  real 
estate  boards  and  local  historically  minority  colleges  and  other  institutions  that 
serve  minority  groups  in  the  community;  and 

•  Seeking  qualified  indep>endent  fee  appraisers  from  local  minority  ^ipraisal 
organizations. 

Similar  outreach  steps  could  be  considered  to  recruit  women,  persons  with  disabilities, 
and  other  persons  protected  by  the  FH  Act  and  the  ECOA. 


Qll:    What  is  the  role  of  the  guidelines  of  secondary  mark^  purchasers  and  private 

and  govemmental  loan  insurers  in  determining  whether  primary  lenders  practice 
lending  discrimination? 

A:        Many  lenders  make  mortgage  loans  only  when  they  can  be  sold  on  the  secondary 
market,  or  they  may  place  some  loans  in  their  own  portfolios  and  sell  others  on  the 
secondary  market.   The  principal  secondary  market  purchasers,  Federal  National 
Mortgage  Association  ('Faiuiie  Mae")  and  Federal  Home  Loan  Mortgage  Corporation 
("Freddie  Mac"),  publish  underwriting  guidelines  to  inform  primary  lenders  of  the 
conditions  under  which  they  will  buy  loans.   For  example,  ability  to  rq>ay  the  loan  is 
measured  by  suggested  ratios  of  monthly  bousing  expense  to  income  (28%)  and  total 
obligations  to  income  (36%).   However,  these  guidelines  allow  considerable  discretion 
on  the  part  of  the  primary  lender.   In  addition,  the  secondary  market  guidelines  have 
in  some  cases  been  made  more  flexible,  for  example,  with  reqwct  to  factors  such  as 
stability  of  income  (rather  than  stability  of  employment)  and  use  of  oontiaditiona] 
ways  of  establishing  good  credit  and  ability  to  pay  (e.g.,  use  of  past  rent  and  utility 
payment  records).    Lenders  should  ensure  that  their  loan  processors  and  underwriters 
are  aware  of  the  provisions  of  the  secondary  market  guidelines  that  provide  various 
alternative  and  flexible  means  by  which  applicants  may  demonstrate  their  ability  and 
willingness  to  npay  their  loans.   Faimie  Mae  and  Freddie  Mac  not  infrequently 
purchase  mortgages  exceeding  the  suggested  ratios,  and  their  guideUnes  contain 
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detailed  discussions  of  the  compensating  faaors  that  can  justify  higher  ratios  (and 
which  must  be  documented  by  the  primary  lender). 

A  lender  who  rejects  an  application  from  an  af>pbcant  who  is  a  member  of  a  protected 
class  and  who  has  ratios  above  those  of  the  guidelines  and  approves  an  application 
from  another  applicant  with  similar  ratios  should  be  prepared  to  show  that  the  reason 
for  the  rejection  was  based  on  factors  that  are  applied  consistently  without  regard  to 
any  of  the  prohibited  factors. 

These  same  principles  apply  equally  to  the  guidelines  of  private  and  governmental 
loan  insurers. 


Q12:    What  criteria  will  be  employed  in  taking  enforcement  actions  or  seeking  remedial 
measures  when  lending  discrimination  is  discovered? 

A:        Enforcement  sanctions  and  remedial  measures  for  leading  discrimination  violations 
vary  depending  on  whether  such  sanctions  are  sought  by  the  appropriate  federal 
financial  institutions  regulatory  agencies,  DOJ,  HUD  or  other  federal  agencies 
charged  with  enforcing  either  the  ECOA  or  the  FH  Act.   The  following  discussion 
sets  out  the  criteria  typically  employed  by  the  federal  banking  agencies  (i.e.,  (XTC, 
OTS,  the  Board  and  FDIC).  NCUA,  DOJ,  HUD,  OFHEO,  FHFB  and  FTC  in 
determining  the  nature  and  severity  of  sanctions  that  may  be  used  to  address 
discriminatory  lending  practices.    As  discussed  in  Questions  8  and  9,  above,  in  certain 
situations,  the  primary  regulatory  agencies  will  also  refer  enforcement  matters  to 
HUD  or  DOJ. 

The  federal  banking  agencies: 

The  federal  banking  agencies  are  authorized  to  use  the  full  range  of  their  enforcement 
authority  under  12  U.S.C.  §  1818  to  address  discriminatory  lending  practices.   This 
includes  the  authority  to  seek: 

•  Enforcement  actions  that  may  require  both  prospective  and  retn>^>ective  relief; 
and 

•  CivU  money  penalties  ('CMPs')  in  varying  aoraunts  against  the  financial 
institution  or  any  institution-affiliated  party  ('LAP')  within  the  meaning  of  12 
U.S.C.  §  1813(u),  dq)ending,  among  other  things,  on  the  nature  of  the  violation 
and  the  degree  of  culpability. 

In  addition  to  the  above  actions,  the  federal  banking  agencies  may  also  take  removal 
and  prohibition  actions  against  any  LAP  where  the  statutory  requirements  for  such 
actions  are  met. 
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The  federal  banking  agencies  will  make  determinations  as  to  the  appropriateness  of 
any  potential  enforcement  aaion  after  giving  full  consideration  to  a  variety  of  factors. 
In  making  these  determinations,  the  banking  agencies  will  take  into  account: 

•  The  number  and  duration  of  violations  identified; 

•  The  nature  of  the  evidence  of  discrimination  (i.e.,  overt  discrimination,  disparate 
treatment  or  disparate  impact); 

•  Whether  the  discrimination  was  limited  to  a  particular  office  or  unit  of  the 
financial  institution  or  was  more  pervasive  in  nature; 

•  The  presence  and  effectiveness  of  any  anti-discrimination  fwlicies; 

•  Any  history  of  discriminatory  conduct;  and 

•  Any  corrective  measures  implemented  or  proposed  by  the  financial  institution. 

The  severity  of  the  federal  banking  agencies'  enforcement  response  will  dq>end  on  the 
egregiousness  of  the  financial  institution's  conduct.   Voluntary  identification  and 
correction  of  violations  disclosed  through  a  self-testing  program  will  be  a  substantial 
mitigating  factor  in  considering  whether  to  initiate  an  enforcement  action. 

In  addition,  the  federal  banking  agencies  may  consider  whether  an  institution  has 
provided  victims  of  discrimination  with  all  the  relief  available  to  them  under 
i^licable  civil  rights  laws. 

The  federal  banking  agencies  may  seek  both  prospective  and  retrospective  relief  for 
fair  lending  violations. 

Prospective  relief  may  include  requiring  the  financial  institution  to: 

•  Adopt  corrective  policies  and  procedures  and  correct  any  financial  institution 
policies  or  procedures  that  may  have  contributed  to  the  discrimination; 

•  Train  financial  institution  employees  involved; 

•  Establish  community  outreach  programs  and  changing  marketing  strategy  or  loan 
products  to  better  serve  all  sectors  of  the  financial  institution's  service  area; 

•  Improve  internal  audit  controls  and  oversight  systems  in  order  to  ensure  there  is 
no  recurrence  of  discrimination;  or 

•  Monitor  compliance  and  provide  periodic  rqwrts  to  the  primary  federal  regulator. 
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Retrospective  relief  may  include: 

•  Identifying  customers  who  may  have  been  subject  to  discrimination  and  offering 
to  extend  credit  if  the  customers  were  impTX)perly  denied; 

•  Requiring  the  financial  institution  to  make  payments  to  injured  parties: 

•  Restitution:   This  may  include  any  out-of-pocket  expenses  incurred  as  a  result 
of  the  violation  to  make  the  victim  of  discrimination  whole,  such  as:   fees  or 
expenses  in  connection  with  the  application;  the  difference  between  any  greater 
fees  or  expenses  of  another  loan  granted  elsewhere  after  denial  by  the 
discriminating  lender;  and,  when  loans  were  granted  on  disparate  terms, 
appropriate  modification  of  those  terms  and  refunds  of  any  greater  amounts 
paid. 

•  Other  Affirmative  Action  As  Appropriate  to  Correct  Conditions  Resulting 
From  Discrimination:   Hie  federal  banking  agencies  also  have  the  authority  to 
require  a  financial  institution  to  take  afTirmative  action  to  correct  or  remedy 
any  conditions  resulting  from  any  violation  or  practice.   The  banking  agencies 
will  determine  whether  such  affiimative  action  is  ^>propriate  in  a  given  case 
and,  if  such  action  is  appropriate,  the  type  of  remedy  to  order. 

•  Requiring  the  financial  institution  to  pay  CMPs: 

The  banking  agencies  have  the  authority  to  assess  CMPs  against  financial 
institutions  or  intfividuals  for  violating  fair  lending  laws  or  r^ulations.   Each 
agency  has  the  authority  to  assess  CMPs  of  up  to  $S,000  per  day  for  any 
violation  of  law,  rule  or  regulation.   Penalties  of  up  to  $25,000  per  day  are  also 
permitted,  but  only  if  the  violations  represeat  a  pattern  of  misconduct,  cause 
more  than  minimal  loss  to  the  financial  institution,  or  result  in  gain  or  benefit  to 
the  party  involved.   CMPs  are  paid  to  the  U.S.  Treasury  and  therefore  do  not 
compensate  victims  of  discrimination. 

National  Credit  UnioD  Administration: 

For  federally  insured  credit  unions,  NCUA  will  employ  critnia  comparable  to  those 
of  the  other  federal  financial  institutions  regulatory  agencies,  pursuant  to  its  authority 
under  12  U.S.C.  {  1786. 

The  Department  of  Justice: 

The  Department  of  Justice  is  authorized  to  use  the  full  range  of  its  enforcement 
authority  under  the  Fair  Housing  Act,  42  U.S.C.  §  3601  ^  2^.,  and  the  Equal  Credit 
Opportunity  Act,  IS  U.S.C.  §  1691  fi  SSSI-   DOJ  has  authority  to  commence  pattern 
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or  practice  investigations  of  possible  lending  discrimination  on  its  own  initiative  or 
through  referrals  from  the  federal  fmancial  institutions  regulatory  agencies,  and  to  file 
lawsuits  in  federal  coun  where  there  is  reasonable  cause  to  believe  that  such 
violations  have  occurred.   DOJ  is  also  authorized  under  the  FH  Act  to  bring  suit 
based  on  individual  complaints  filed  with  HUD  where  one  of  the  paities  to  the 
complaint  eleas  to  have  the  case  heard  in  federal  court. 

The  relief  sought  by  DOJ  in  lending  discrimination  lawsuits  may  include: 

•  An  injunction  which  may  require  both  pro^>ective  and  ietro^)ective  relief;  and, 

•  In  enforcement  actions  under  the  FH  Act,  CMPs  not  to  exceed  SSO.OOO  per 
defendant  for  a  first  violation  and  $100,000  for  any  subsequent  violation. 

Prospective  injunctive  relief  may  include: 

•  A  permanent  injunction  to  insure  against  a  recurrence  of  the  unlawfiil  practices; 

•  Affirmative  measures  to  correct  past  discriminatory  policies,  procedures,  or 
practices,  so  long  as  consistent  with  safety  and  soundness,  such  ts: 

•  Expansion  of  the  lender's  service  areas  to  include  previously  excluded  minority 
neighborhoods; 

•  Opening  branches  or  other  credit  facilities  in  under-served  minority 
neighborhoods; 

•  Targeted  sales  calls  on  real  estate  agents  and  builders  active  in  minority 
neighborhoods; 

•  Advertising  through  minority-oriented  media; 

•  Self-testing; 

•  Employee  training; 

•  Changes  to  commission  structures  which  tend  to  discounge  leading  in 
minority  and  low-income  neighborhoods;  and 

•  Changes  in  loan  processing  and  underwriting  procedures  (inchMJing  second 
reviews  of  denied  applications)  to  ensure  equal  treatment  without  r^ard  to 
prohibited  factors;  and 
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•  Record  keqjing  and  reporting  requirements  to  monitor  compliance  with  remedial 
obligations. 

Retrospective  injunctive  relief  may  include  relief  for  victims  of  past  discrimination, 
actual  and  punitive  damages,  and  offers  or  adjustments  of  credit  or  other  forms  of 
loan  commitments. 

The  Department  of  Housing  and  Urban  Development: 

The  Dqiartment  of  Housing  and  Urban  Development  is  fully  authorized  to  investigate 
complaints  alleging  discrimination  in  lending  in  violation  of  the  FH  Act  and  has  the 
authority  to  initiate  complaints  and  investigations  even  when  an  individual  complaint 
has  not  been  received.   HUD  issues  determinations  on  whether  or  not  reasonable 
cause  exists  to  believe  that  the  FH  Act  has  been  violated.   HUD  also  may  authorize 
actions  for  temporary  and  preliminary  injunctions  to  be  brought  by  EKDJ  and  has 
authority  to  issue  enforceable  subpoenas  for  information  related  to  investigations. 

Following  issuance  of  a  determination  of  reasonable  cause  under  the  FH  Act,  HUD 
enforces  the  FH  Act  administratively  unless  one  of  the  parties  elects  to  have  the  case 
heard  in  federal  court  in  a  case  brought  by  EHDJ. 

Relief  under  the  FH  Act  that  may  be  awarded  by  an  administrative  law  judge  ('ALJ'') 
after  a  hearing,  or  by  the  Secretary  on  review  of  a  decision  by  an  ALJ,  includes: 

•  Injunctive  or  other  appropriate  relief,  including  a  variety  of  actions  designed  to 
correct  discriminatory  practices,  such  as  changes  in  loan  processes  or  procedures, 
modifications  of  loan  service  areas  or  branching  actions,  approval  of  previously 
denied  loans  to  aggrieved  persons,  additional  record-keq>ing  and  reporting  on 
future  activities  or  other  affmnative  relief; 

•  Actual  damages  suffered  by  persons  who  are  aggrieved  by  any  violation  of  the 
FH  Act,  including  damages  for  mental  distress  and  out-of-pocket  losses 
attributable  to  a  violation;  and 

•  Civil  penalties  of  up  to  $10,000  for  each  initial  violation  and  up  to  $25,000  and 
$50,000  for  successive  violations  within  q)ecific  time  frames. 

HUD  also  is  authorized  to  direct  Fannie  Mae  and  Freddie  Mac  to  undertake  various 
remedial  actions,  including  suq>ension,  probation,  reprimand,  or  settlement,  against 
lenden  found  to  have  engaged  in  discriminatory  lending  practices  in  violation  of  the 
FH  Act  or  the  ECOA. 

The  OfTice  of  Federal  Housing  Enterprise  Oversight: 
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The  Office  of  Federal  Housing  Enterprise  Oversight  is  authorized  to  use  its 
enforcement  authority  under  12  U.S.C.  §§  4631  and  4636,  including  cease  and  desist 
orders  and  CMPs  for  violations  by  Fannie  Mae  and  Freddie  Mac  of  the  fair  housing 
regulations  promulgated  by  the  Secretary  of  HUD  pursuant  to  12  U.S.C.  §  4545. 

The  Federal  Housing  Finance  Board: 

While  the  Federal  Housing  Finance  Board  does  not  have  enforcement  authority  under 
the  ECOA  or  the  FH  Act,  in  reviewing  the  members  of  the  Federal  Home  Loan  Bank 
System  for  community  support,  it  may  restrict  access  to  long-term  System  advances  to 
any  member  that  within  two  years  prior  to  the  due  date  of  submission  of  a 
Community  Suppoit  Statement,  had  a  fmal  administrative  or  judicial  ruling  against  it 
based  on  violations  of  those  statutes  (or  any  similar  state  or  local  law  prohibiting 
discrimination  in  lending).   System  members  in  this  situation  are  asked  to  submit  to 
the  Finance  Board  an  explanation  of  steps  taken  to  remedy  the  violation  or  prevent  a 
recurrence. 

The  Federal  Trade  Commission: 

The  Federal  Trade  Commission  enforces  the  requirements  of  the  ECOA  and 
Regulation  B  for  all  lenders  subject  to  the  ECOA,  except  where  enforcement  is 
specifically  committed  to  another  agency.   The  FTC  may  exercise  all  of  its  functions 
and  powers  under  the  Federal  Trade  Commission  Act  ("FTC  Act")  to  enforce  the 
ECOA,  and  a  violation  of  any  requirement  under  the  ECOA  is  deemed  to  be  a 
violation  of  a  requirement  under  the  FTC  Art.   The  FTC  has  the  power  to  enforce 
Regulation  B  in  the  same  maimer  as  if  a  violation  of  Regulation  B  were  a  violation  of 
an  FTC  trade  regulation  rule. 

This  means  that  the  FTC  has  the  power  to  investigate  lenders  suspected  of  lending 
discrimination  and  to  use  compulsory  process  in  doing  so.   The  Commission,  through 
DOJ  or  on  its  own  behalf  where  the  Justice  Department  declines  to  act,  may  file  suit 
in  federal  court  against  suspected  violators  and  seek  relief  including: 

•  Injunctions  against  the  violative  practice; 

•  Civil  penalties  of  up  to  SIO.CXX)  for  each  violation;  and 

•  Redress  to  affected  consumers. 

In  addition,  the  Commission  routinely  imposes  recordkeeping  and  reporting 
requirements  to  monitor  compliance. 
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Q13:    Will  a  fliiaiiciai  institution  be  subjected  to  multiple  actions  by  DOJ  or  HUD  and 
its  prinury  regulator  if  discriminatory  practices  are  discovered? 

A:        In  all  cases  where  referrals  to  other  agencies  are  made,  the  appropriate  federal 

financial  institutions  regulatory  agency  will  engage  in  ongoing  consultations  with  DOJ 
or  HUD  regarding  coordination  of  each  agency's  actions.   The  Agencies  will 
coordinate  their  enforcement  actions  and  make  every  effort  to  eliminate  unnecessarily 
dupUcative  actions.   Where  both  a  federal  fmancial  instimtions  regulatory  agency  and 
either  E>OJ  or  HUD  are  contemplating  taking  actions  under  their  own  respective 
authorities,  the  Agencies  will  seek  to  coordinate  their  actions  to  ensure  that  each 
agency's  action  is  consistent  and  complementary.   The  fmancial  institutions  r^ulaiory 
agencies  also  will  discuss  referrals  on  a  case-by-case  basis  with  DOJ  or  HUD  to 
determine  whether  multiple  actions  are  necessary  and  iqipropriaie. 
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FAIR  LENDING  FACT  SHEET 


The  statement  issued  today  addresses  lending  discrimination 
as  prohibited  by  the  Fair  Housing  Act  and  the  Equal  Credit 
Opportunity  Act.  In  addition  to  those  two  laws,  there  is  the  Home 
Mortgage  Disclosure  Act  and  the  Community  Reinvestment  Act,  which 
address  fair  access  to  credit  and  capital . 

Following  is  a  thumbnail  sketch  of  these  laws: 

•  The  Fair  Bousing  Act  prohibits  discrimination  in  housing, 
based  on  race,  color,  religion,  sex,  national  origin, 
handicap,  or  family  status.   The  law  covers  the  rental,  sale 
and  improvement  of  housing,  as  well  as  discrimination  in 
advertising,  and  zoning  and  land  use  decisions.   The  law  was 
originally  enacted  in  1968. 

•  Under  the  Equal  Credit  Opportunity  Act,  it  is  unlawful  for 
lenders  to  discriminate  in  any  aspect  of  a  credit 
transaction.   Prohibited  factors  include  race  or  color, 
national  origin,  religion,  sex,  marital  status  and  age. 
Mortgage  loans,  consumer  loans,  extensions  of  credit  to 
small  businesses,  corporations,  partnerships  and  trusts  are 
covered  under  this  law. 

•  The  Home  Mortgage  Disclosure  Act  was  originally  enacted  in 
1975  to  prevent  lending  discrimination  and  "redlining"  by 
requiring  public  disclosure  of  certain  information  about 
mortgage  loan  applications.   HMDA  data  alone  does  not 
contain  enough  information  about  applicants  (such  as 
employment  and  credit  histories)  to  prove  lending 
discrimination,  but  the  data  can  provide  "red  flags"  about 
problems  at  particular  institutions. 

•  The  Community  Reinvestment  Act  was  originally  enacted  in 
1977,  and  seeks  to  encourage  lending  institutions  to  meet 
the  credit  needs  of  the  entire  communities  they  serve.   The 
goals  of  the  law  are  to  generate  loans  and  consumer  banking 
services  in  depressed  communities. 
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Lendino  Laws  Enforced  bv  the  Justice  Department 


The  Fair  Housing  Act  prohibits  discrimination  based  on  race,  color,  rtational 
origin,  religion,  sex,  handicap  and  familial  status  (families  with  children)  in  all 
residential  real  estate-related  transactions.  Those  transactions  include 
making  loans  to  buy,  build,  repair  or  Improve  a  dwelling;  purchasing  real 
estate  loans;  selling,  brokering  or  appraising  residential  real  estate;  and  the 
selling  or  renting  of  a  dwelling. 


The  Equal  Credit  Opportunity  Act  prohibits  discrimination  based  on  race, 
color,  national  origin,  religion,  sex,  marital  status  and  age,  arrrang  others,  in 
any  credit  transaction.   It  applies  not  only  to  housing-related  loans,  but  to 
loans  for  small  businesses,  corporations,  pannerships,  and  trusts. 


IncraasB  In  Civil  Riohts  Division  Resources 


The  Attorney  General  recently  added  1 8  new  positions  to  the  Housing 
Section  of  the  Civil  Rights  Division  that  combats  housing  and  lending 
discrimination  -  increasing  the  staff  by  nearly  one  third.  The  Attorney 
General  also  has  asked  United  States  Attorneys  to  handle  sonrte  housing 
discrimination  cases  so  that  the  Housing  Section  can  devote  more  resources 
to  discrimination  in  lending. 


Investioations  Currently  Underway 


The  Civil  Rights  Division  is  currently  investigating  the  lending  practices  of 
several  financial  institutions,  including  major  lenders  in  Chicago  and  Miami, 
it  also  is  reviewing  cases  of  possible  discriminatory  lending  practices  that  it 
was  referred  by  other  federal  financial  regulators. 


231 


Actions  Taken  bv  the  Justice  Department 


US  V.  First  National  Bank  of  Vicksburo  (Mississippi);   Filed  complaint  January 
1994,  alleging  that  lender  discriminated  against  blacks  seeking  unsecured 
home  improvement  loans  by  charging  them  4  to  1 1  %  higher  interest  rates 
than  it  charged  to  whites.   Under  a  consent  decree  filed  simultaneously  with 
the  complaint,  lender  agreed  to  conduct  second  reviews  of  applications. 
train  its  officers  in  fair  lending,  and  pay  about  $4,400  each  to  170  black 
borrowers  who  were  victims  of  Vicksburg's  alleged  discriminatory  policies. 


US  V.  Blackpioe  State  Bank  (South  Dakota):  RIed  complaint  November 
1993,  alleging  that  lender  discriminated  against  Native  Americans  by 
refusing  to  make  loans  secured  by  collateral  located  on  reservations  and  by 
charging  Native  Americans  greater  interest  rates  and  finance  charges  than 
those  charged  to  whites.   Under  a  consent  decree  filed  January  1994,  lender 
agreed  to  expand  its  services  to  reservations,  market  its  products  to  Native 
Americans,  reduce  interest  rates  and  finance  charges  on  existing 
discriminatory  loans,  and  create  a  $125,000  compensation  fund  for  past 
rejected  applicants  who  may  be  eligible  for  compensation. 


US  V.  Shawmut  Mortgage  Comoanv  (Connecticut);  Filed  complaint 
December  1993,  alleging  that  lender  discriminated  against  black  and 
Hispanic  applicants  for  home  mortgage  loans  by  failing  to  provide  them  with 
the  same  level  of  assistance  it  provided  to  white  applicants  and  by  applying 
more  stringent  underwriting  standards  to  them  than  were  applied  to  whites. 
Under  a  consent  decree  filed  simultaneous  with  the  complaint,  lender  agreed 
to  create  an  initial  $960,000  compensation  fund  from  which  victims  of 
discrimination  will  be  paid  between  $10,000  and  $15,000.   Lender  also 
agreed  to  continue  implementing  corrective  measures  it  had  begun  over  a 
year  earlier,  including  training  officers  in  fair  lending,  conducting  random 
testing  to  ensure  employees  are  not  discouraging  minorities  from  applying 
for  loans,  and  extending  advertising  and  marketing  to  reach  minority 
communities. 


US  v.  Decatur  Federal  Savings  and  Loan  (Georgia);  RIed  complaint 
September  1992,  alleging  that  lender  discriminated  against  blacks  by 
applying  stricter  underwriting  standards  to  black  applicants  and  by 
marketing,  advertising,  and  conducting  branching  activities  in  a  v^y  as  to 
avoid  dealing  v^h  black  applicants.   Under  consent  decree  filed 
simultaneously  with  the  complaint,  lender  agreed  to  implenrvent  a  variety  of 
corrective  measures  and  pay  $1  million  in  compensatory  and  punitive 
damages  to  48  black  applicants  identified  as  victims  of  discrimination. 


232 


THE  FEDERAL  RESERVE'S  ROLE  IN  ENFORCEMENT  OF  THE  LENDING 

DISCRIMINATION  LAWS 

The  Board  of  GovemorB  of  the  Federal  Reserve  System  has  a 
primary  role  in  many  aspects  of  the  federal  government's  efforts 
to  combat  lending  discrimination   through  its  sole  responsibility 
for  inplementing  two  major  fair  lending  laws  and  its  enforcement, 
examination  and  educational  programs. 

•  The  Federal  Reserve  is  the  regulatory  agency  with  sole 
responsibility  for  writing  regulations  for,  euid  interpreting,  the 
Equal  Credit  Opportunity  Act  (ECOA)  and  the  Home  Mortgage 
Disclosure  Act  (HMDA) .   ECOA  is  the  broadest  lending 
discrimination  statute  enacted  into  law  -  -  extending  to  all  forms 
of  lending,  including  mortgages  emd  other  consumer  emd  business 
credit.  HMDA  requires  the  collection  of  extensive  information 
about  applicaints  for  mortgages  emd  home  improvement  locms.  As 
such,  it  is  significcuat  in  helping  to  detect  lending 
discrimination  cind  the  enforcement  of  the  ECOA  and  Fair  Housing 
Act. 

•  The  Board  has  had  a  specialized  consumer  con^licmce 
examination  program  since  1977,  and  has  staff  specialists  devoted 
to  con^liance  and  regulatory  issues  concerning  fair  lending. 
Further,  the  12  regional  Federal  Reserve  Bemks  maintain  em 
examination  program  to  ensure  compliance  with  the  fair  lending 
laws  --  on-site  examinations  are  conducted  approximately  every  18 
months.    For  years.  Federal  Reserve  examiners  have  conducted 
detailed  investigations  -  -  loan  file  by  loam  file  -  -  into 
possible  lending  discrimination  by  comparing  applicsmts  who  were 
denied  credit  with  those  who  were  granted  credit  to  ensure  that 
credit  decisions  have  been  made  on  a  nondiscriminatory  basis. 
The  examiners  have  enhanced  their  investigative  aJaility  through 
the  use  of  a  sophisticated  statistical  model  for  euialyzing 
information  drawn  from  HMDA  data  and  loan  files.  In  addition,  the 
Federal  Reserve  System  conducts  an  extensive  educational  program 
for  its  examiners  in  all  areas  of  con^liemce  and  will  soon 
institute  an  extensive  specialized  training  for  fair  lending 
investigations.   Finally,  our  community  affairs  and  consumer 
con^laint  investigation  progrcuns  are  also  iii^>ortant  elements  of 
fair  lending  enforcement  by  the  Federal  Reserve. 

•  The  Federal  Reserve  System  has  been  instrumental  in 
furthering  agency  detection  emd  enforcement  of  the  fair  lending 
laws  in  other  %rays,  such  as  through  the  significant  study  of 
lending  discrimination  conducted  by  the  Federal  Reserve  Bank  of 
Boston.   The  study  was  initiated  to  evaluate  the  differences  in 
the  rates  of  home  loan  denials  shown  in  the  1990  HMDA  data.   In 
response  to  the  Boston  Reserve  Bank  study,  the  Federal  Reserve 
and  the  other  financial  regulatory  agencies  issued  a  joint 
statement  alerting  lenders  to  the  extent  of  the  problem 
underlying  the  statistics  emd  stressing  the  need  for  them  to 
intensify  their  efforts  to  avoid  discrimination  in  their  own 
lending  programs . 
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Comptroller  of  the  Currency 
Administrator  of  National  Banks 

Washington.  DC    20219 
March  8.  1994 


OFFICE  OF  THE  CONfPTROLLKR  OF  THE  CURRENCY 

The  Office  of  the  Comptroller  of  the  Currency  (OCQ  was  established  in  1863  as  a  bureau  of 
the  Department  of  Treasury.  The  OCC  is  headed  by  Comptroller  Eugene  A.  Ludwig,  who  was 
appointed  in  1993  to  a  5-year  term  by  the  President,  with  the  advice  and  consent  of  the  Senate. 

The  OCC,  as  regulator  and  supervisor  of  the  national  banking  system,  regularly  examines  the 
country's  approximately  3400  national  banks  to  ensure  safety  and  soundness  and  compliance  with 
all  applicable  laws  and  regulations,  including  the  Equal  Credit  Opportunity  Act  (ECOA)  and  the 
Fair  Housing  Act. 

The  OCC  takes  enforcement  actions  against  national  banks  that  do  not  conform  to  laws  and 
regulations  or  which  engage  in  unsound  banking  practices,  and  as  appropriate,  refers  cases 
involving  violations  of  fair  lending  laws  to  the  Department  of  Justice  (DOJ)  or  the  Department 
of  Housing  and  Urban  Development  (HUD).  The  OCC,  under  12  U.S.C.  51818,  has  authority 
to  impose  enforcement  sanctions  and  require  remedial  measures  to  address  discriminatory 
lending  practices. 

In  addition  to  participation  on  the  Interagency  Task  Force  on  Fair  Lending,  OCC  fair  lending 
initiatives  include: 

Fair  I  .ending  Examination  Procedures 

New  examination  procedures  adopted  in  May  1993  are  designed  to  detect  discrimination 
in  national  banks'  residential  lending  activities.  Fair  lending  examination  procedures  are 
used  in  all  banks  reporting  at  least  five  mortgage  loan  denials  in  any  given  year  for  either 
blacks,  Hispanics  or  Native  Americans,  and  can  also  be  adapted  to  detect  other  forms  of 
lending  discrimination. 

-more- 
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First  National  Rank  of  Vicksburg.  Vicksbure.  Mississippi 

As  the  result  of  violations  of  fair  lending  laws  that  led  to  a  pattern  of  discrimination 
against  black  borrowers,  the  OCC,  jointly  with  the  DOJ,  agreed  to  a  settlement  that 
required  the  bank  to  set  aside  $750,000  to  compensate  the  victims  and  to  pay  a  $50,000 
penalty.  The  settlement  also  required  the  bank  to  make  at  least  $1  million  in  loans 
available  to  low-  and  moderate-income  borrowers;  to  establish  a  customer  assistance 
program;  to  adopt  and  implement  a  new  fair  lending  policy  and  loan  review  system;  to 
initiate  a  self-testing  program;  and  to  train  its  officers,  directors  and  credit  employees 
about  the  purpose  of  and  prohibitions  in  the  fair  lending  laws. 

Referrals  to  the  DOJ  and  HUD 

In  addition  to  the  Vicksburg  case,  the  (XC  made  3  referrals  to  DOJ  in  1993,  and  notified 
HUD  of  isolated  fair  lending  violations  in  2  cases.  Other  cases  currently  under  review  by 
the  OCC  may  lead  to  referrals  later  this  year. 

Pilot  Testing  Program 

The  OCC  is  working  to  establish  a  matched  pair  testing  program  to  detect  discrimination 
in  the  pre-application  stage  of  the  credit  process. 

Increased  Staffing  and  Resources 

The  OCC  has  increased  its  used  of  specialist  examiners  to  conduct  &r  lending  and  other 
consumer  compliance  examinations,  and  has  adopted  expanded  training  and  career 
development  for  them.  The  agency  has  also  hired  two  specialists  experienced  in  civil 
rights  enforcement  to  develop,  implement  and  monitor  the  OCC's  fair  lending  program  and 
support  examiner  efforts  to  detect  discrimination. 

### 
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Office  of  Thrift  Supervision 

Department  of  the  Treasury 


l700CSt««.N.W.Wi*inron.D.C.  20552  •  (202) 906-«000 

March  7,  1994 
OTS  PAIR  LENDING  FACT  SHEET 

Policy;  OTS  policy  with  regard  to  fair  lending  mirrors  the 
Interagency  Task  Force  on  Fair  Lending  policy  statement. 
Oiscrifflination  on  a  prohibited  basis  is  intolerable  and  socially 
and  economically  destructive.  An  essential  part  of  the  OTS 
mission  is  to  ensure  that  the  savings  associations  it  regulates 
treat  loan  applicants  fairly  and  consistently  under  the  law. 

History:  The  agency  established  a  specialized  compliance 
examination  program  in  1989.  Under  this  program,  compliance 
examinations  are  conducted  by  specially  trained  and 
career-professional  examiners  in  the  five  OTS  regional  offices. 
OTS  now  has  approximately  100  compliance  examiners.  Fair  lending 
laws  and  regulations  are  reviewed  as  part  of  compliance 
examinations  along  with  consumer  protection  laws.  Community 
Reinvestment  Act  and  the  Bank  Secrecy  Act. 

In  late  1992,  the  agency  began  a  review  of  fair  lending 
activities  with  the  goal  of  improving  performance.  Out  of  this 
review,  OTS  developed  a  three-part  plan  to  combat  lending 
discrimination  in  the  thrift  industry,  involving: 

1.  Improved  discrimination  detection  techniques  used  by 
examiners; 

2.  Strengthened  enforcement  response  by  ensuring  that 
appropriate  referrals  are  made  to  Justice  and  HUD 
and  that  formal  enforcement  actions  are  taken  to 
address  noncompliance  where  warranted;  and 

3.  Working  with  the  industry  and  other  interested  groups 
to  create  a  better  sense  of  awareness  about 
discrimination  through  education  as  a  means  of 
preventing  it. 

Action:  OTS  has  taken  the  following  steps  so  far  in  implementing 
its  plan: 

1.  Made  five  referrals  in  past  12  months  to  Justice  for 
violations  of  Equal  Credit  Opportunity  Act; 

2.  Cooperated  in  the  development  of  interagency  policy 
statement  issued  today. 

3.  Held  a  series  of  meetings  with  various  community 
organizations  to  discuss  consumer  and  fair  lending  issues; 

4.  with  the  other  banking  agencies,  will  hold  this  year 
education  seminars  on  discrimination  for  the  chief 
executives  of  banks  and  thrifts;  and 

5.  Will  expand  and  improve  its  own  compliance  training 
curricula,  and  work  with  other  regulators  to  develop 
an  advanced  training  school. 
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Fwteral  Deposit  Insurance  Corporation 

WasNnglon.  0  C  20429 


Corporate  Commumcalions  Ottice 


FDIC  DETAILS  1993  FAIR  LENDING  ENFORCEMENT  EFFORTS 

The  Federal  Deposit  Insurance  Corporation  (FDIC)  supervises 
approximately  7,200  financial  institutions,  including  savings 
banks.  FDIC- supervised  institutions  are  state  chartered  financial 
institutions  that  are  not  members  of  the  Federal  Reserve  System. 
To  enforce  compliance  with  fair  lending  laws,  the  FDIC  undertakes 
two  primary  activities:  bank  examinations  and  complaint 
investigations.  The  FDIC  conducted  3,537  consumer  compliance 
examinations  during  calendar  year  1993.  It  also  responded  to  over 
5,700  written  complaints  and  inquiries,  of  which  857  concerned  the 
Equal  Credit  Opportunity  Act  (ECOA)  and  662  concerned  the  Fair 
Housing  Act  (FHA) . 

The  Division  of  Supervision  (DOS)  and  the  Office  of  Consumer 
Affairs  (OCA)  oversee  the  FDIC's  Compliance  Program.  DOS  examines 
for  fair  lending  compliance  through  its  compliance  examination 
program.  The  FDIC  has  significantly  strengthened  its  compliance 
enforcement,  particularly  in  the  complex  areas  of  ECOA  and  FHA, 
through  the  use  of  specialized  compliance  examiners.  At  the  end  of 
1993,  there  were  266  field  compliance  examiner  positions  with  32 
regional  office  review  examiner  positions  in  the  program. 

The  OCA,  an  independent  office  reporting  directly  to  the  Office  of 
the  Chairman,  has  oversight  responsibility  for  the  FDIC  compliance 
examination  program  and  consumer  complaint  investigations.  The  OCA 
also  administers  the  Community  Affairs  Program  (CAP)  whose  staff 
does  community  outreach  activity  in  order  to  promote  enhanced 
compliance  with  fair  lending  laws  and  regulations  by  FDIC- 
supervised  institutions. 


In  1993,  the  FDIC  participated  with  the  Department  of  Justice  (DOJ) 
on  items  that  were  included  in  DOJ's  consent  agreement  with  the 
Blackpipe  State  Bank,  an  FDIC- supervised  institution  in  Martin, 
South  Dakota.   DOJ  alleged  that  the  bank  had  engaged  in  lending 
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practices  that  discriminated  against  Native  Americans  through  its 
explicit  policy  of  refusing  to  make  a  loan  secured  by  collateral 
that  might  be  subject  to  tribal  court  jurisdiction.  DOJ  also 
alleged  that  the  bcuik  charged  a  higher  interest  rate  to  Native 
Americans  and  had  placed  credit  requirements  on  tribal  members  that 
it  did  require  of  whites  --a  violation  of  ECOA  amd  FHA.  In  its 
settlement  with  DOJ,  the  bank  agreed  to  engage  in  certain 
affirmative  lending  practices  to  address  potentially  discriminatory 
practices  and  to  set  aside  $125,000  in  a  fund  to  reimburse  injured 
parties. 

March  8,  1994 
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Federal 
Housing 
Finance 
Board 


1777  F  Street.  N.W..  Washington.  D.C.  20006 

(202)  40S-2986 

THE  FEDERAL  HOUSING  FINANCE  BOARD 


The  Federal  Housing  Finance  Board  (Finance  Board)  was 
established  as  an  independent  agency  in  the  Executive  Branch 
by  the  Financial  Institutions  Reform,  Recovery,  and 
Enforcement  Act  (FIRREA)  of  1989. 

The  Finance  Board  has  supervisory  authority  and  oversight 
responsibility  for  the  twelve  Federal  Home  Loan  Banks  and 
the  Office  of  Finance.   The  Finance  Board  ensures  the  safety 
and  soundness  of  the  Bank  System,  administers  the  Affordable 
Housing,  Community  Investment,  and  Commiinity  Support 
Programs  and  oversees  the  FHLBanks'  financial  performance 
and  operations. 

The  Finance  Board  consists  of  a  five-director  board  --  one 
of  whom  is  the  Secretary  of  Housing  &  Urban  Development . 
The  other  four  directors  are'  appointed  by  the  President  and 
are  subject  to  Senate  confirmation.   One  of  the  directors  is 
a  "consumer/community"  director.   The  current  Finance  Board 
directors  are : 

Secretary  Henry  G.  Cisneros* 

Board  Director,  vacant  as  of  1/1/94  (2000) 

Board  Director,  vacant  as  of  11/22/93  (1999) 

Board  Director,  vacant  as  of  1/1/94  (1997) 

Lawrence  U.  Costiglio  of  New  York  (1992-1995) 

♦Secretary  Cisneros  has  designated  Assistant  Secretary  for 
Housing  -  Federal  Housing  Commissioner,  Nicolas  P.  Retsinas, 
to  serve  in  his  Board  position. 

The  Finance  Board  directors  are  chosen  from  among  people 
with  extensive  experience  in  housing  finance  or  with  a 
commitment  to  the  provision  of  specialized  housing  credit. 
One  director  must  be  chosen  from  organizations  representing 
consumer  or  community  interests  on  banking  services,  credit 
needs,  housing  or  consumer  protection. 

The  Finance  Board  is  supported  by  assessments  from  the 
twelve  Federal  Home  Loan  Banks.   The  Banks,  in  turn,  finance 
their  own  operations  by  charging  for  credit  products  and 
services  they  provide  to  member  institutions.   No  tax 
dollars  or  other  appropriations  are  used  to  support  the 
operations  of  the  Finance  Board  or  the  Bank  System. 

M*re>1  1994 
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NATIONAL  CREDIT  UNION  ADMINISTRATION 

ALEXANDRIA,    VA   22314-3428 

FACT  SHEET 

The  National  Credit  Union  Administration  is  an  independent  Federal  agency 
established  by  Congress  to  oversee  the  federal  credit  union  system.  NCUA  is 
funded  by  credit  unions  and  receives  no  tax  dollars. 

Today,  NCUA  supervises  and  insures  nearly  8,000  federal  credit  unions  and 
insures  member  accounts  in  approximately  4,600  state-chartered  credit  unions 

The  National  Credit  Union  Share  Insurance  Fund  is  the  arm  of  the  agency  that 
insures  member  accounts  up  to  $100,000.  It  is  backed  by  the  full  faith  and  credit 
of  the  U.S.  government  and  is  managed  by  the  NCUA  Board.  The  fund  has 
never  had  a  net  loss  and,  since  it  was  recapitalized  in  1985,  the  equity  ratio  (the 
fund  balance  as  a  percentage  of  insured  deposits)  has  remained  at  or  near  1 .25 
percent. 

NCUA  has  a  three-member  board  appointed  by  the  President  of  the  United 
States. 

Chairman  Norman  E.  D' Amours  is  a  former  U.S.  Congressman  who  was 
practicing  law  in  his  home  state  of  New  Hampshire  when  appointed  NCUA 
chaimian  in  November  1993. 

Vice  Chairman  Shiriee  P.  Bovmi  is  a  former  real  estate  broker  in  Tallahassee 
and  was  on  the  board  of  the  Fionda  Housing  Finance  Agency  when  she  was 
appointed  in  October  1991. 

Member  Robert  H.  Swan  is  a  former  president  of  Tooele  Federal  Credit  Union, 
Tooele,  Utah,  and  previously  served  as  Utah  deputy  director  of  finance.  He  took 
office  in  April  1990. 

Credit  unions  are  non-profit  cooperatives  organized  to  provide  members  with 
financial  service.  Well  over  60  million  Americans  save  and  borrow  at  credit 
unions.  For  ten  consecutive  years,  credit  unions  have  ranked  number  one,  by  a 
large  margin,  in  an  annual  customer  satisfaction  survey  of  financial  institutions. 

Although  most  credit  unions  are  relatively  small,  they  are  safe  and  sound. 
Membership,  deposits,  assets,  and  loans  grow  consistently  year  after  year  and 
capital  levels  are  high.  The  number  of  troubled  credit  unions  is  declining  and 
loan  delinquencies  are  low. 
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Federal  Trade  Commission 


THE  ONITEO  STATES  FEDERAL  TRADE  COMMISSION 


The  Federal  Trade  Commission  has  the  power  to  investigate 
certain  lenders  suspected  of  lending  discrimination  and  to  comp>el 
them  to  produce  written  documents  or  oral  testimony  in  the  course 
of  such  investigations .   The  FTC ' s  authority  arises  from  the 
Equal  Credit  Opportunity  Act  and  its  implementing  Regulation  B, 
and  extends  to  all  lenders  subject  to  ECOA  except  banks,  savings 
and  loan  institutions  and  credit  unions,  jurisdiction  over  which 
is  specifically  given  to  other  agencies. 

The  FTC,  through  the  Department  of  Justice  (or  on  its  own 
behalf  if  the  Justice  Department  declines  to  take  action),  may 
file  suit  in  federal  district  court  against  lenders  suspected  of 
violating  the  law.   In  so  doing,  the  Commission  can  seek  injunc- 
tions against  future  illegal  conduct,  civil  penalties  of  up  to 
$10,000  for  each  violation,  and  redress  for  consumers  unfairly 
denied  loans.   In  addition,  the  FTC  routinely  imposes  record- 
keeping and  reporting  requirements  on  defendants  —  these  are 
designed  to  assist  the  Commission  in  monitoring  their  compliance 
with  orders. 

Last  December,  in  its  most  recent  ECOA  case,  the  FTC  and  the 
Justice  Department  together  entered  into  a  settlement  agreement 
with  Shawmut  Mortgage  Company.   Shawmut  agreed  to  pay  almost  $1 
million  into  a  redress  fund  to  compensate  African  American  and 
Hispanic  applicants  who  allegedly  were  unfairly  denied  mortgage 
loans  from  1990  through  late  1992.   The  agreement  establishes  a 
procedure  to  identify  and  compensate  applicants  that  the  FTC  and 
Justice  alleges  were  illegally  discriminated  against.   It  also 
prohibits  Shawmut  from  discriminating  on  the  basis  of  race  or 
national  origin,  in  violation  of  the  ECOA  or  the  Fair  Housing 
Act,  in  the  future. 
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OFFICE  OF  FEDERAL  HOUSING  ENTERPRISE  OVERSIGHT 

1700  G  STREET  NW   WASHINGTON  DC  20552   (202)414-3800 


March  8,  1994 
OFHEO  STATEMENT  ON  FAIR  LENDING 

The  Office  of  Federal  Housing  Enterprise  Oversight  (OFHEO) , 

the  federal  government's  newest  financial  regulator,  is 
responsible  for  overseeing  the  safety  and  soiindness  of  the 
nation's  two  largest  housing  finance  organizations  --  the  Federal 
National  Mortgage  Association  (Fannie  Mae) ,  and  the  Federal  Home 
Loam  Mortgage  Corporation  (Freddie  Mac) . 

The  legislation  creating  OFHEO  --  the  Federal  Housing 
Enterprises  Financial  Safety  and  Soundness  Act  of  1992  (P.L.  102- 
550)  --  also  gives  the  Office  enforcement  authority  over 
violations  by  Fannie  Mae  and  Freddie  Mac  in  the  area  of  fair 
lending. 

OFHEO' s  enforcement  authority  relates  to  regulations  issued 
by  the  HUD  Secretary  that  prohibit  discrimination  by  Fannie  Mae 
or  Freddie  Mac  in  the  purchase  of  any  mortgage,  as  spelled  out  in 
Sec.  1325  of  the  Act.  The  remedies  available  to  OFHEO  include 
cease-and-desist  orders,  and  the  imposition  of  civil  money 
penalties. 

"There  is  no  inconsistency  between  fair  lending  and 
financial  safety  and  soundness, "  said  OFHEO  Director  Aida 
Alvarez.  "Pulling  the  government's  fair  lending  rules  into  one 
coherent  policy  is  an  intelligent  and  long-overdue  action  that 
will  help  lending  institutions  make  the  decisions  that  are  right 
for  America,"  said  Ms.  Alvarez. 


-0- 

OFHEO  is  an  independent  office  of  the  Department  of  Housing 
and  Urban  Development.  OFHEO  reports  to  Congress,  but  receives  no 
government  funds;  it  is  funded  through  assessments  of  Fannie  Mae 
and  Freddie  Mac.  In  its  safety  and  soundness  mission,  OFHE  is 
analogous  to  such  other  federal  financial  regulators  as  the 
Office  of  the  Comptroller  of  the  Currency,  the  Office  of  Thrift 
Supervision,  the  Federal  Deposit  Insurance  Corporation,  and  the 
Federal  Reserve  Board. 

#«# 
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effective  date  of  this  Order,  or  later  than  three  months 
following  the  effective  date  of  this  Order,  unless  such 
period  IS  extended  for  good  cause  by  the  Board  or  the 
Federal  Reserve  Bank  of  Cleveland,  acting  pursuant  to 
delegated  authority. 

By  order  of  the  Board  of  Governors,  effective 
March  I.  1993. 

VoUof  for  this  action:  Chairman  Greenspan  and  Govemon 
Mutluis.  Ansell,  KeUey,  LaWare.  Undsey.  and  Phillips. 

Jennifer  J.  Johnson 
Associate  Secretary  of  the  Board 

Banc  One  Corporation 
Columbus,  Ohio 

Order  Approving  Acquisition  of  Banks  and  Ctrtain 
Nonbanking  Companies 

Banc  One  Corporation,  Columbus,  Ohio  ("Banc 
One"),  a  bank  holding  company  within  the  meaning  of 
the  Bank  Holding  Company  Act  ("BHC  Act"),  has 
applied  for  the  Board's  approval  under  section  3  of  the 
BHC  Act  (12  U.S.C.  S  1842)  to  acquire  Valley  Na- 
tional Corporation,  Phoenix,  Arizona  ("Valley  Na- 
tional"), and  thereby  indirectly  acquire  Valley  Nation- 
al's subsidiary  banks.  The  Valley  National  Bank  of 
Arizona,  Phoenix,  Arizona  ("Valley  National  Bank"), 
Valley  Bank  &  Trust  Company,  N.A.,  Salt  Lake  City, 
Utah,  Valley  Central  Bank,  Richfield,  Utah,  and  Cal- 
ifornia Valley  Bank,  N.A.,  Fresno,  California.' 

Banc  One  also  has  applied  under  section  4(cH8)  of 
the  BHC  Act  (12  U.S.C.  {  1843(cK8))  to  acquire 
Concho  Insurance  Agency'.  Inc.  ("Concho  Insur- 
ance") and  VNC  Investment  Corporation  ("VNC 
Investment"),  both  of  Phoenix,  Arizona,  and  thereby 
engage  in  the  sale  of  credit-related  insurance  pursuant 
to  12  C.F.R.  225.25(bK8Ki),  and  in  the  making  and 
arranging  of  commercial  loans  pursuant  to  12  C.F.R. 
225.25(bKI). 

Notice  of  the  applications,  affording  interested  per- 
sons an  opportunity  to  submit  comments,  has  been 
published  (57  Federal  Register  46,170  (1992)).  The 
time  for  filing  comments  has  expired,  and  the  Board 
has  considered  the  applications  and  all  comments 


received  in  Ught  of  the  factors  set  forth  in  sections  3(c) 
and  4(cK8)  of  the  BHC  Act. 

Banc  One,  with  SSI. 2  billion  in  total  consolidated 
assets,  is  the  ninth  largest  commercial  banking  orga- 
nization in  the  United  States,  conuxiUing  $39.6  billion 
in  deposits.'  Banc  One  operates  61  subsidiary  banks  in 
Ohio,  Indiana,  Michigan,  Wisconsin,  Illinois,  Texas, 
Colorado,  and  Kentucky.  Valley  National,  with 
S10.9  billion  in  total  consolidated  assets,  is  the  largest 
commercial  banking  organization  in  Arizona,  control- 
ling approximately  S9  billion  in  deposits  in  the  state. 

Douglas  AmetutmenI 

Section  Kd)  of  the  BHC  Act,  the  Douglas  Amend- 
ment, prohibits  the  Board  from  approving  an  applica- 
tion by  a  bank  holding  company  to  acquire  control  of 
any  bank  located  outside  of  the  bank  holding  com- 
pany's home  state,  unless  such  acquisition  is  "specif- 
ically authorized  by  the  statute  laws  of  the  State  in 
which  such  bank  is  located,  by  language  to  that  effect 
and  not  merely  by  implication."'  Banc  One  proposes 
to  acquire  banks  in  Arizona,  Utah,  and  California.  For 
purposes  of  the  Douglas  Amendment,  the  home  state 
of  Banc  One  is  Ohio.' 

The  interstate  banking  sututes  of  Arizona  and  Utah 
permit  out-of-state  bank  holding  companies  to  acquire 
banks  located  in  those  states,  subject  only  to  the 
approval  of  state  banking  officials.'  The  banking  au- 
thorities of  Arizona  and  Utah  have  indicated  that  the 
proposed  transaction  is  authorized  under  their  respec- 
tive state  laws.  Under  California  law,  a  foreign  bank 
holding  company  may  acquire  a  bank  located  in  Cali- 
fornia, if  the  Sufwrintendent  determines  that  substan- 
tial reciprocity  exists  between  California  and  the  state 
in  which  the  foreign  bank  holding  company's  opera- 
tions are  principally  conducted,  which  in  this  case  is 
Ohio.'  Ohio  law  imposes  a  similar  substantial  reci- 


I  Tht  proposal  it  jtniclured  as  a  merjtr  of  Banc  Oik's  wholly 
owned  subsidiary.  Banc  One  Alpha  Corporauon.  Columbus.  Ohio 
("Banc  One  Alpha"),  with  and  mlo  Valley  National  Pursuanl  to  the 
meiier,  the  shares  of  Valley  National  wiU  be  convened  into  shares  of 
Banc  One.  and  the  shares  of  Banc  One  Alpha  will  be  convened  into 
shares  of  Valley  National  as  Oie  surviving  corporation  Banc  One 
Alpha  has  no  usels  or  operations,  and  was  formed  for  (he  purpose  of 
conaummalint  this  tmisactioo. 


2.  Auet  and  depost  data  an  as  of  September  30.  1992. 

3.  12  U.S  C   i  I842<d) 

4  A  hank  bolduv  conpany's  hone  nau  is  that  state  lo  wbicb  the 
operatiofu  of  the  bank  boldinf  company's  bankin(  subudianes  were 
pnocipally  coralucted  on  July  I.  1966.  or  Ute  date  oo  which  Use 
company  became  a  bank  botdint  company,  wfaacbevcr  ia  later.  Stt 
12  U.S  C   I  H42(d) 

i.  See  Am.  Rev.  Stat.  Ann  I  6-3ZHA):  Utah  Code  Ann  I  7-1- 
702<2). 

6  See  Cal.  Fm.  Code  I  3751  el  leq  fWesI  1993).  Subttanlial 
reciprocity  exists  between  California  and  a  second  suie  if  the  laws  of 
the  second  state: 

(I)  Authorize  a  California  bank  holdinc  company  to  acquire  banks 
ID  thai  state  on  substantially  the  same  terms  and  cooditioos  as 
would  be  applicable  lo  an  acquisition  by  an  in-stale  bank  boldins 
company,  and 

(ii)  Grant  to  a  bank  owned  by  a  Cahfomia  bank  boldin(  company 
substantially  the  same  nthts  and  powers  as  would  be  panted  lo 
a  bank  owned  by  an  in-suu  bank  holdin«  company  Cal  Fm. 
Code  t  3751(1)  (West  1993) 
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procity  requirement.^  The  California  Superintendent 
of  Banks  has  determined  that  the  interstate  banking 
provisions  of  Ohio  law  meet  the  California  require- 
ment of  substantial  reciprocity,  and  has  approved  this 
proposal. 

For  these  reasons,  the  Board  has  concluded  that 
Banc  One  is  authorized  under  the  statute  laws  of 
Arizona,  Utah,  and  California  to  acquire  the  banking 
subsidiaries  of  Valley  National.  Accordingly.  Board 
approval  of  this  proposal  is  not  prohibited  by  the 
Douglas  Amendment.  Approval  of  this  proposal  is 
conditioned,  however,  upon  the  receipt  by  Banc  One 
of  all  required  state  regulatory  approvals. 

Public  Comments  on  Convenience  and  Needs 
Considerations 

In  acting  upon  an  application  to  acquire  a  depository 
institution  under  the  BHC  Act,  the  Board  must  con- 
sider the  convemence  and  needs  of  the  communities  to 
be  served,  and  take  into  account  the  records  of  the 
relevant  depository  institutions  under  the  Community 
Reinvestment  Act  (12  U.S.C.  «  2901  ei  seq.) 
("CRA").  The  CRA  requires  the  federal  financial 
supervisory  agencies  to  encourage  financial  institu- 
tions to  help  meet  the  credit  needs  of  the  local  com- 
munities in  which  they  operate,  consistently  with  the 
safe  and  sound  operation  of  such  institutions.  To 
accomplish  this  end,  the  CRA  requires  the  appropriate 
federal  supervisory  authority  to  "assess  the  institu- 
tion's record  of  meeting  the  credit  needs  of  its  entire 
community,  including  low-  and  moderate-income 
neighborhoods,  consistent  with  the  safe  and  sound 
operation  of  such  institution,"  and  to  take  that  record 
into  account  in  its  evaluation  of  applications.* 

In  connection  with  these  applications,  the  Board  has 
received  comments  from  approximately  60  organiza- 
tions and  individuals  who  have  expressed  their  views 
as  to  the  merits  of  Banc  One's  proposal.  Of  these 
commenters,  approximately  half  submitted  statements 
supporting  the  proposal,  primarily  on  the  basis  of  the 
CRA  record  of  the  Banc  One  organization.  These 


Stt  aUo  Cal  Fin.  Code  I  ]7S2(i)(4)  (West  1993)  (jirovidiiit  Uut  die 
(Ule  in  wluch  the  operaljoos  of  a  U.S.  bank  boldiog  compiny  an 
principally  conducted  is  the  stale  m  which  the  total  deposits  of  its 
subsidiary  banks  are  laj^est) 

7  Sfe  Ohio  Rev  Code  Ann  I  1101  05  (Aodersoo  I9W)  (pennittm* 
interstate  acxjuisitions  if  the  ac4)uinng  company's  hocne  stale  would 
pemut  acquisitioas  of  banks  in  such  stale  by  an  Ohio-bssed  bank 
hoMint  company  on  terms  thai  are  substantially  no  more  restrictive 
than  those  established  for  out-of-state  bank  holding  companies  under 
Ohio  law).  Ohio  law  also  prohibits  an  ac^juiring  out-of-slate  uutitution 
from  controlling  more  than  20  percent  of  ail  financial  mstitutioa 
deposits  in  Ohio  upon  coosummatioa  of  the  transaction,  and  requires 
the  bank  commissioner  to  review  the  financial,  manafenal.  and 
convenience  and  needs  considemioas  of  the  proposed  acquuiuon.  Id. 

«  See  12  U.S  C   I  2903 


commenters  generally  praised  the  CRA  efforts  of  Banc 
One  and  its  subsidiaries.  For  example,  some  of  these 
commenters — focusing  on  Banc  One's  efforts  in  Mid- 
dletown,  Cleveland,  Columbus,  and  Cincinnati,  all  in 
Ohio— commended  Banc  One's  minority  outreach 
programs,  activities  to  assist  low-  and  moderate-in- 
come residents,  financing  to  small  and  minority  busi- 
nesses, and  lending  for  low-income  bousing,  among 
other  areas  of  CRA  performance. 

Other  favorable  commenters,  including  pubGc  offi- 
cials, religious  and  minority  groups,  business  and 
social  service  organizations,  conununity  development 
corporations,  and  members  of  the  public,  commeoded 
Banc  One's  CRA  record  in  Dayton.  Ohio.  Their  com- 
ments noted  with  approval  Banc  One's  efforts  in  such 
areas  as  technical  assistance  for  and  investments  in 
community  development  initiatives;  leixling  programs, 
includmg  flexible  loan  products  designed  to  meet  the 
credit  needs  of  low-  and  moderate-income  bofrowers; 
support  for  small  minority  businesses;  and  fiinding  for 
first-time  home  buyers.  Favorable  comments  also 
have  been  received  on  various  aspects  of  Banc  One's 
CRA  efforts  elsewhere  in  Ohio  or  in  Texas,  or  with 
respect  to  the  CRA  record  of  Valley  National  Bank  in 
Arizona 

Commenters  opposing  the  proposal  ("Protestants") 
have  objected  on  the  basis  of  the  CRA  performance 
records  of  Banc  One's  and  Valley  National's  subsid- 
iary banks,  and  have  criticized  the  efforts  of  Banc  One 
and  Valley  National  to  meet  the  credit  needs  of  their 
entire  commumties,  mcluding  low-  and  moderate-in- 
come neighborhoods  »  Protestants  believe  that  Valley 
National  Bank  has  insufficient  outreach  and  marketing 
programs  for  low-  and  moderate-income  families  and 


9  The  Board  has  leceived  a  number  of  commenu  from  individuab 
and  businesses  >Jle(ing  thai  the  denial  of  their  loan  applicatioiu  by 
subsidiaries  of  Banc  Doc  or  Valley  Naliooal  evidenced  a  failure  to 
comply  with  the  CRA  or  fair  kndinf  laws  Financial  infonnalxn  has 
been  provided  rccardinc  some  of  these  transaclKMis-  The  Board 
believes  thai  the  decision  whether  to  frant  credit  in  an  mdividual  case 
rests  with  the  lendin*  uuututioo  In  makinf  thu  deasioo,  the  Board 
expects  the  insutution  to  abide  by  safe  and  sound  hankint  practices 
and  to  provide  equal  opportunity  for  credit  to  aO  app4icajiu.  After 
careful  consideration  of  the  comments  and  aO  the  evidence  in  the 
record.  uKluding  rekvam  CTaminalion  reports  and  respooaes  to  those 
comments,  the  Board  has  concluded  that  the  mmmrnis  fTfardin* 
individual  loan  denials  do  not  indicale  that  Banc  One  or  VaDey 
National  has  encased  m  any  unsafe  or  unsound  tendmt  practices  or 
has  refused  to  extend  credit  in  vtolatsoo  of  the  Equal  Credit  Oppor- 
tufuty  Act  or  other  relevant  statutes 

The  Board  also  has  reviewed  comments  from  parties  currently  or 
previously  mvolved  in  bti^ion  or  other  disputes  with  Banc  One  or 
Valley  National,  or  one  of  their  respective  subsidiaries,  m  corusectioo 
with  bankruptcy  or  foreclosure  pnxcedinss  or  other  matters  relatint 
to  outstandiof  loans.  In  lifht  of  all  the  facu  of  record,  including 
relevant  examination  reports,  the  Board  does  not  believe  that  these 
comments  warrant  denial  of  these  applications.  The  Board  also  notes 
thai  these  commenters  will  be  able  to  obtam  any  appropriate  relief  to 
their  grievances  under  applicable  principles  of  law. 
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for  minorities,  particulariy  Hispanics  and  African-  and 
Native-Americans,  and  insufficient  involvement  by  its 
board  of  directors  in  CRA-related  matters  and  over- 
sight. Protestants  also  have  specifically  criticized  Val- 
ley National  Bank's  record  regarding: 

(1)  Lending  to  minority  businesses,  homeowners, 
and  consumers  and  to  low-  and  moderate-income 
neighborhoods  and  persons  in  its  service  communi- 
ties; 

(2)  Lending  to  small  businesses,  particulariy  with 
respect  to  loan  programs  supported  by  the  Small 
Business  Administration  ("SBA"); 

(3)  Disproportionate  rates  of  denying  applications 
submitted  by  minority  and  low-  and  moderate-in- 
come credit  applicants  as  reflected  in  data  reported 
under  the  Home  Mortgage  Disclosure  Act 
("HMDA");  and 

(4)  Support  for  community  development  projects 
and  programs,  and  philanthropic  contributions  relat- 
ing to  the  economic  and  housing  needs  of  inner-city 
and  minority  communities.  ■" 

These  criticisms  also  were  reflected  in  Protestants' 
comments  relating  to  the  CRA  performance  records  of 
Banc  One's  subsidiary  banks,  particularly  banks  lo- 
cated in  Cleveland,  Columbus,  and  Cincinnati,  all  in 
Ohio.  Several  Protestants  also  criticized  the  geo- 
graphic distribution  of  Banc  One's  branch  offices  in 
Cleveland,  and  the  overall  commitment  of  Banc  One's 
boards  of  directors  and  senior  management  to  CRA- 
related  objectives,  particularly  in  the  development  of 
special  credit  products  to  assist  in  meeting  the  credit 
needs  of  low-  and  moderate-income  individuals.  One 
Protestant,  while  acknowledging  positive  CRA  efforts 
of  Banc  One  in  Ohio,  expressed  concern  that  this 
transaction  would  result  in  adverse  impacts  upon,  or 
insufficient  benefits  for,  minority  and  low-  and  moder- 
ate-income communities  similar  to  deficiencies  alleged 
by  this  Protestant  in  connection  with  Banc  One's 
previous  expansion  into  Texas.  ■■ 


Some  Protestants  have  requested  that  the  Board 
delay  the  processing  of  these  applications  so  that  the 
Board  may  receive  additional  information  and  com- 
ment, including  loan  information  from  Banc  One.'^ 
Several  Protestants  also  have  urged  the  Board  not  to 
act  until  the  results  of  a  pending  CRA  performance 
examination  of  Valley  National  Bank  by  the  Office  of 
the  Comptroller  of  the  Currency  ("OCC")  have  been 
made  available  for  public  comment.  Other  comment- 
ers  have  requested  that  the  Board  conduct  audits  of 
the  lending  records  and  practices  of  both  the  Banc  One 
and  the  Valley  National  organizations. 

The  Board  has  invited  public  comment  over  an 
extended  period  of  time  in  this  case  and,  as  noted 
above,  has  received  substantial  submissions  regarding 
the  CRA  performance  of  Banc  One's  and  Valley 
National's  subsidiary  banks.  In  addition,  the  Federal 
Reserve  Bank  of  Cleveland  ("Reserve  Bank")  con- 
ducted an  inspection  of  Valley  National  Bank's  CRA 
performance  as  of  November  1992  ("November  In- 
spection") in  coqjunction  with  the  OCC's  examination 
of  that  institution.  The  results  of  this  ins|>ection  were 
made  available  to  Valley  National,  Banc  One  and  the 
Protestants,  and  their  comments  in  response  to  the 
inspection  have  been  carefully  considered  by  the 
Board. 

As  discussed  in  this  Order,  the  record  of  these 
applications  contains  substantial  information  regard- 
ing the  issues  raised  by  the  Protestants.  In  the  Board's 
view,  the  record  as  it  currently  stands  permits  a  fair 
evaluation  of  the  CRA  performance  records  of  the 
Banc  One  and  Valley  National  orgaiuzations  and  the 
convenience  and  needs  factor  of  the  BHC  Act  with 
respect  to  this  proposal. 

In  this  regard,  the  Board  has  carefully  reviewed  the 
CRA  performance  records  of  Banc  One  and  Valley 
National  and  their  respective  subsidiary  banks,  the 
conmients  presented  in  written  submissions  and  Banc 
One's  and  Valley  National's  responses  to  those  com- 


10.  Protesunts  aJso  have  sufgested  that  approval  of  this  proposal 
should  be  coadttkmed  upon  Banc  Oik's  agnemcnt  to  CRA-rclaled 
commitments:  upon  the  sale  of  ValJey  Naliooai's  operations  in  Cali- 
fornia to  an  uutitution  that  would  be  more  committed  than  BarK  One 
to  CRA-relaled  obgeclives;  or  upon  Banc  One's  presentation  of  a 
spccdW  plan  to  unprove  the  CRA  performance  record  of  Valley 
NaUooal  Bank. 

1 1 .  The  Board  notes  thai  it  recently  examined  the  CRA  performaiKe 
record  of  BaiK  One's  subsidiary  in  Texas,  and  coiKluded  that  this 
record  was  coosisteni  with  approval  of  a  proposal  by  Banc  One  to 
expand  its  banking  operations  in  that  stale.  Set  Banc  One  Corpora- 
lion.  78  Federal  Reierve  BuUeiin  932  (1992) 

Protestants  also  have  raised  issues  that  are  not  rcbtcd  to  the  record 
of  performance  by  Banc  One  and  Valley  National  under  the  CRA. 
mcludmi  matters  relating  to  third-party  minonty  contracts,  ethmc 
diversity  within  senior  management  and  boards  of  directors,  and  equal 
employment  opponuruty  throughout  the  work  force  While  the  Board 
ftilly  supports  aflinnativc  programs  designed  to  promote  equal  oppor- 
tunity in  every  aspect  of  a  bank's  personiKl  pobcics  and  practices  in 


the  employment,  development,  advancement,  and  treatment  of  em- 
ployees and  applicants  for  employment,  the  Board  believes  that  the 
alleged  deficiencies  in  the  organizauocu'  general  persorutel  and  em- 
ployment practices,  mchiding  third-party  contracting  matters,  are 
beyond  the  scope  of  the  factors  that  may  be  assessed  under  the  CRA 
or  the  cooveoicace  and  needs  &ctor  of  the  BHC  Act. 

12.  Several  Protestants  believe  that  notice  of  these  appbcatioos 
should  be  ivpublisbed  in  Spanish- language  media.  The  Board's  rules 
require,  in  additioo  to  publication  ul  Uic  Federal  Regtiter.  that  notice 
otf  an  application  and  a  public  comment  perwd  be  pubhshed  in  a 
newspaper  of  general  circulation  in  the  commuiuties  in  which  the  head 
offices  of  the  applicant  (or  its  largest  subsidiary  bank)  and  the  banks  to 
be  acquired  are  located.  12  C.F  R.  22).14(bK2)  and  262.3(b).  These 
publication  requirements  ensure  that  interested  membeo  of  the  pubhc 
arc  afforded  an  adequate  opportunity  to  present  their  views  to  the 
Board 

Other  Protestants  believe  that  a  delay  is  warranted  until  anticipated 
changes  in  CRA  and  other  policies  relevant  to  the  appbcauoa  can  be 
implemented  by  the  new  Admiwstration. 
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ments,  and  the  November  Inspection  and  comments 
related  to  that  inspection,  as  well  as  all  other  relevant 
facts  of  record,  in  light  of  the  CRA,  the  Board's 
regulations,  and  the  Statement  of  the  Federal  Finan- 
cial Supervisory  Agencies  Regarding  the  Community 
Reinvestment  Act  ("Agency  CRA  Statement"). ■> 

Record  of  Performance  Under  the  CRA 

A.  Evaluations  of  CRA  Performance 

The  Agency  CRA  Statement  provides  that  a  CRA 
examination  is  an  important  and  often  controlling 
factor  in  the  consideration  of  an  institution's  CRA 
record  and  thai  these  reports  will  be  given  great  weight 
in  the  applications  process. ■'  In  this  regard.  Banc 
One's  lead  subsidiary  bank  in  Ohio,  Bank  One,  Co- 
lumbus, N.A.,  Columbus,  Ohio  ("Bank  One  Colum- 
bus"), received  an  "outstanding"  rating  at  its  roost 
recent  examination  for  CRA  performance  conducted 
by  the  (X:C  as  of  May  13,  1991.  Among  Banc  One's 
other  large  subsidiaries  in  Ohio,  the  banks  in  Akron 
and  Dayton  also  received  "outstanding"  ratings,  and 
the  banks  in  Cincinnati  and  Cleveland  received  "sat- 
isfactory" ratings,  a(  their  most  recent  examinations 
for  CRA  performance  conducted  by  the  OCC.*'  Over- 
all, the  most  recent  CRA  performance  examinations 
for  Banc  One's  subsidiary  banks  show  19  "outstand- 
ing" ratings  and  41  "satisfactory"  ratings.  Banc  One 
has  committed  to  integrate  its  CRA  policies  and  pro- 
grams at  all  the  banks  to  be  ac<)uired  from  Valley 
National  and,  where  appropriate,  to  supplement  or 
replace  Valley  National's  programs  with  its  own. 

The  OCC  has  recently  concluded  a  CRA  perfor- 
mance examination  of  Bank  One,  Cleveland,  N.A., 
Cleveland.  Ohio  ( 'Bank  One  Cleveland"),  and  the 
Board  has  been  advised  that  the  preliminary  examina- 
tion rating  assigned  to  this  institution  is  "needs  to 
improve."  As  explained  more  fully  below.  Bank  One 
Cleveland  constitutes  a  small  part  of  the  overall  Banc 
One  organization,  and  the  Board  expects  Banc  One  to 
address  the  areas  of  weakness  identified  by  the  OCC. 

With  respect  to  Valley  National's  examination 
record,  all  of  Valley  National's  subsidiary  banks  for 
which  public  examination  data  are  available  have  been 
rated  "satisfactory"  in  their  most  recent  examinations 
for  CRA  performance  by  their  primary  regulators. "  In 


addition,  the  Board  has  been  advised  that  the  OCC 
recently  concluded  its  CRA  examination  of  Valley 
National  Bank,  and  assigned  the  bank  a  CRA  rating  of 
"satisfactory."  The  (XTC's  CRA  examination  report 
has  been  forwarded  to  Valley  National  Bank,  but  has 
not  yet  become  publicly  available.  The  Board  also  has 
carefully  reviewed  the  information  collected  in  the 
November  Inspection,  as  well  as  the  responses  to  that 
inspection  submitted  by  Protestants  and  other  facts  of 
record,  regarding  the  CRA  performance  of  Valley 
National  Bank.  In  this  regard,  the  November  Inspec- 
tion noted  areas  in  which  Valley  National  Bank's  CRA 
performance  record  could  be  strengthened.  For  exam- 
ple, the  inspection  concluded  that  the  CRA  lelf- 
assessmenl  measures  adopted  at  Valky  National  Bank 
were  somewhat  limited,  and  involved  no  direct  assess- 
ment performed  by  the  board.  In  addition,  the  Novem- 
ber Inspection  indicated  that  ascertaiimient  activities 
largely  are  not  the  result  of  an  established,  board- 
directed  effort,  but  instead  include  a  variety  of  formal 
and  informal  means  utilized  to  ascertain  local  credit 
needs,  including  an  officer  calling  program,  customer 
surveys,  contacts  with  public  officials  and  neighbor- 
hood organizations,  and  focus  group  meetings  with 
consumers  and  small  businesses.  ■'  As  discussed  be- 
low. Banc  One  intends  to  address  these  areas  of 
weakness  by  integrating  its  CRA  policies  and  pro- 
grams at  Valley  National. 

B.  Corporate  Policies 

Banc  One  has  in  place  the  types  of  policies  and 
procedures  that  the  Board  and  the  other  Federal  bank 
supervisory  agencies  have  indicated  contribute  to  an 
effective  CRA  program.  In  this  regard.  Banc  One 
monitors  subsidiary  bank  CRA  performance  at  both 
the  corporate  level  and  the  state  holding  company 
level.  At  the  corporate  level,  a  corporate  CRA  com- 
mittee, composed  of  the  CRA  officers  of  several  state 
holding  companies  and  senior  corporate  mortgage 
representatives,  monitors  community  reinvestment 
performance  of  all  Banc  One  affiliates  and  reports  on 
this  performance  directly  to  the  board  of  directors  of 
Banc  One.  The  CRA  committee  requires  quarterly 
reports  from  all  affiliate  banks  describing  their  CRA 
efforts.  The  CRA  committee  also  reviews  and  updates 
corporate-wide  CRA  policy,  monitors  local  issues  to 
detect  possible  matters  of  concern,  and  conducts 


13   S4  Ftdtrat  Regisier  li.UI  (IW9). 

14.  Id.  U  13.745. 

15.  E«ch  of  these  exAjninauons  wms  cooducted  during  1991. 

16.  These  exuniriAlions  were  cofiducfed  as  foUows: 

(1)  Valley  Bulk  &  Tnisl  Compuy.  N.A..  Sail  Lake  Cily.  Utah 
(OCC  a>  of  Febfuary  1992). 

(2)  Valley  Ceniral  Bank.  RichAeld.  Utah  (Fedcnl  Deposit  losurance 
Corpormlion  as  of  June  1991);  and 


(3)  California  Valley  Bank.  N  A  .  Fresno.  Califoraia  (OCC  as  of 

July  1990) 

17.  (jeaerally.  the  November  Inspectioa  found  thai  the  center  of 
Valley  NaliooaJ  Bank's  ascenaiomem  efforts  had  recently  been  redi- 
rected toward  external  discussions  with  local  groups  and  offaniza- 
tions  as  opposed  to  internal  analysis  of  coaununity  credit  needs 
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extensive  CRA  training  programs.  Company-wide 
training  programs  are  held  annually  for  bank  CRA 
ofiRcers  serving  medium-  and  large-sized  communities. 
In  addition,  the  CRA  committee  has  produced  a  CRA 
training  video  designed  to  instruct  every  Banc  One 
employee  on  CRA  policy,  CRA  reporting  require- 
ments, and  CRA  (wrformance  expectations.  Banc 
One's  corporate  CRA  Research  Division  assists  Banc 
One's  subsidiary  banks  in  collecting  and  analyzing 
lending  data  to  monitor  the  distribution  of  loan  prod- 
ucts throughout  their  delineated  market  areas." 

At  the  bank  level,  subsidiary  banks  file  quarterly 
reports  to  their  state  holding  company  CRA  Officer 
detailing  the  banks'  CRA  performance.  The  CRA 
officers  also  work  together  with  internal  bank  CRA 
committees  comprised  of  senior  managers  represent- 
ing different  areas  of  the  bank  such  as  marketing,  retail 
lending  and  mortgage  functions.  Banc  One  requires 
that  CRA  officers  be  personally  involved  in  reporting 
bank  CR.\  performance  to  their  local  boards  of  direc- 
tors to  ensure  that  the  directors  maintain  a  compre- 
hensive understanding  of  the  bank's  CRA  efforts  and 
performance.  Each  Banc  One  subsidiary  bank  utilizes 
Banc  One's  CRA  Policy  and  Procedure  Manual,  which 
is  updated  to  address  changes  in  regulatory  require- 
ments or  Banc  One's  policies.  The  manual  sets  forth 
the  12  assessment  factors  examined  by  federal  regula- 
tors and  includes  Banc  One's  principles  for  subsidiary 
bank  programs. 

Banc  One  also  requires  each  subsidiary  bank  to 
submit  a  strategic  plan  identifying  local  banking  needs 
Once  these  needs  are  identified.  Banc  One  subsidiaries 
attempt  to  meet  these  needs  through  product  develop- 
ment and  modification,  marketing  initiatives,  and  com- 
munity outreach  programs. 

Banc  One's  subsidiary  banks  also  are  encouraged  to 
establish  Community  Advisory  Councils  to  institution- 
alize the  process  of  communication  between  the  bank 
and  its  market.  The  banks  utilize  this  resource  to  open 
avenues  for  enhanced  market  penetration  and  to  foster 
a  better  understanding  between  the  bank  and  the 
community.  In  addition  to  Banc  One's  company-wide 
CRA  training  program,  state  holding  company  CRA 
officers  also  hold  monthly  or  quarterly  information  and 
training  sessions  for  all  bank  CRA  officers  in  their 
state. 

Valley  National  Bank's  board  of  directors  and  sen- 
ior management  also  provide  oversight  and  direction 
of  CRA  activities  through  three  standing  commitlees. 


the  CRA  Policy  Committee,  the  CRA  Public  Policy 
Committee,  and  the  CRA  Implementation  Committee. 
As  previously  noted.  Banc  One  has  stated  that  it  will 
mtegrate  Valley  National  into  its  own  CRA  program. 
Specific  elements  of  the  Banc  One  program  to  be 
incorporated  include:  detailed  quarterly  reporting  on 
CRA  matters,  which  will  be  furnished  to  the  boards  of 
directors  and  senior  management  of  the  institutions  to 
be  acquired;  direct  contact  between  Valley  National 
Bank's  CRA  Officer  and  its  board  of  directors;  and  the 
review  of  quarterly  CRA  reports  at  board  meetings.  In 
addition.  Banc  One  intends  to  enhance  other  elements 
of  the  Valley  National  Bank  CRA  program,  as  dis- 
cussed in  this  Order  and  in  Banc  One's  response  to  the 
November  Inspection. 

C.  Ascertainment  and  Marketing 

Banc  One  affiliates  actively  assess  the  credit  and 
banking  needs  of  their  local  service  areas.  Each  affil- 
iate bank  is  responsible  for  formulating  and  submitting 
to  Its  board  of  directors  a  strategic  plan  for  identifying 
local  banking  needs.  Each  bank  engages  in  direct 
communication  with  its  service  communities  through 
interviews  with  community  leaders,  the  creation  of 
community  advisory  couikUs,  and  bank  (jarticipation 
in  community  organizations. 

With  respect  to  ongoing  marketing  efforts.  Banc 
One  has  distributed  a  CRA  Marketing  and  Advertising 
Guide  to  all  affiliate  banks  which  instructs  subsidiary 
banks  on  such  matters  as  the  relationship  between 
CRA  goals  and  general  marketing  objectives,  the  char- 
acteristics of  populations  with  special  credit  needs, 
and  creative  requirements  and  advertising  copy  points 
to  be  considered  in  penetrating  particular  markets." 
Banc  One  also  markets  specific  banking  products  by 
advertising  on  television  and  radio  and  in  print  media. 
In  specific  markets,  corporate  marketing  materials  are 
supplemented  where  deemed  appropriate.™  With  re- 
spect to  its  marketing  efforts  in  the  Hispanic  commu- 
nity, certain  Banc  One  subsidiaries  provide  Spanish- 
language  home  buyer  counseling,  bilingual  ATM 
service,  and  Spanish-language  brochures  on  basic 
banking  products.  Banc  One's  subsidiary  banks  also 
employ  bilingual  mortgage  originators  in  communities 
where  such  expertise  is  warranted.  In  addition.  Bank 
One,  Texas,  N.A.,  Dallas,  Texas,  has  developed  nu- 
merous Spanish-language  print  advertisements  which 


18.  Banc  One's  CRA  Research  DivisKm  has  provided  training  in 
undemanding  HMDA  aggregation  tables  and  ensures  thai  all  affiliates 
fik  complete  and  accurate  reports  of  restdenual  lending  activity  This 
has  enabled  affUiale  banks  to  Kkntify  areas  of  opponuruty  or  concern 
and  to  target  iniliauves  so  as  to  address  perceived  needs 


19  This  guide  also  inchjdct  a  selection  of  product-specific  adver- 
tisements thai  can  be  customized  for  pajticular  markets  where  gov- 
ernment programs  are  available. 

20.  For  example.  Banc  One  runs  a  national  television  media 
campaign  In  addition,  the  Banc  One  orgamzauofl  advertises  on  a 
Spamsb-language  televisioa  station  m  the  Milwaukee.  Wiscoosin  area 
and  on  the  Black  Entertainment  Network  in  the  Ljma.  Ohio  area. 


247 


Legal  Developments      529 


it  has  made  available  to  other  Banc  One  subsidiaries 
that  might  benefit  from  their  use. 

Valley  National  Bank's  ascertainment  activities  are 
administered  by  its  board  of  directors  and  senior 
management,  M'hich  provide  direction  through  the 
formulation  of  the  bank's  CRA  Mission  Statement  and 
CRA  Strategic  Action  Plan,  as  well  as  oversight  and 
monitoring  of  these  efforts.  The  Strategic  Action  Plan 
details  the  process  that  the  bank  has  established  to 
identify  community  credit  needs,  to  research  how  the 
bank  might  respond  to  those  needs,  and  to  develop  or 
enhance  products  and  services  designed  to  meet  those 
needs.  Valley  National  Bank  also  has  designed  a 
comprehensive  marketing  plan  which  articulates  the 
various  methods  to  be  used  for  promoting  the  bank's 
credit  products  and  services  throughout  its  delineated 
conununities,  including  low-  and  moderate-income 
areas. 

Banc  One  has  indicated  that  it  intends  to  continue 
Valley  National  Bank's  recent  orientation  toward  as- 
certainment activities  that  are  based  upon  direct  con- 
tact with  community  representatives  as  opposed  to 
institutional  reflection  regarding  community  credit 
needs.  Banc  One  also  intends  to  review  the  commu- 
nity delineations  of  Valley  NatioiuU  Bank,  and  has 
indicated  that  the  institution  should  have  at  least  four 
regiorul  markets  in  the  State  of  Arizona,  each  with  a 
full-titiK  CRA  Officer  dedicated  to  understaixling  com- 
munity credit  needs  and  evaluating  the  extent  to  which 
the  bank  is  successfiil  in  meeting  such  needs.  Evalua- 
tions of  CRA  performance  also  will  be  conducted  on  a 
market-by-market  basis  as  opposed  to  the  current 
state-wide  system  of  review.  In  addition,  the  ascer- 
tainment methods  currently  employed  by  Valley  Na- 
tional Bank  will  be  supplemented  by  locally-appointed 
Community  Advisory  Councils  and  geodemographic 
reports  compiled  by  Banc  One's  CRA  Research  Divi- 
sion. With  respect  to  CRA -related  marketing.  Banc 
One  will  require  that  the  bank's  CRA  Officer  attend 
and  participate  in  meetings  of  marketing  personnel. 
Banc  One  expects  that  the  continuing  and  active 
participation  of  the  CRA  Officer  in  all  activities  of  the 
marketing  department  will  be  effective  to  ensure  that 
all  marketing  initiatives  are  sensitive  to  the  institu- 
tion's CRA-related  objectives. 

D.  Banc  One's  Lending  and  Other  Activities 

Banc  One  has  instituted  or  participates  in  a  number  of 
programs  designed  to  provide  a  variety  of  credit 
products  to  low-  and  moderate-income  and  minority 
persons.  At  the  corporate  level.  Banc  One  has  estab- 
lished a  system-wide  Community  Development  Cor- 
poration ("CDC")  with  resources  to  assist  all  bank 
affiliates  in  financing  projects  designed  to  promote 


community  welfare,  housing  availability  and  economic 
development.  As  of  December  1992,  the  CDC  had 
provided  $20  million  in  equity  for  low-income  housing 
projects  utiUzing  low-income  housing  tax  credits. 

Banc  One  also  has  a  mortgage  subsidiary.  Banc  One 
Mortgage  Corporation,  which  assists  affiliates  by  of- 
fering specialized  mortgage  products  designed  for  low- 
and  moderate-income  applicants.  In  addition,  the 
mortgage  subsidiary  has  created  and  sponsors  an 
affordable  housing  lender  program,  through  which 
affiliates  with  sufficient  customer  demand  for  afford- 
able housing  have  employed  mortgage  originators  spe- 
cialized in  affordable  housing  loans  and  low-income 
mortgage  products. 

Banc  One  requires  all  affiliate  banks  to  participate  in 
federal,  state,  and  local  lending  programs  which  are 
designed  to  assist  disadvantaged  populations  such  as 
racial  and  ethnic  minorities  and  the  poor,  disabled,  or 
elderly,  including  particularly  those  programs  spon- 
sored by  the  Small  Business  Administration,  the  De- 
partment of  Housing  and  Urban  Development,  and  the 
Federal  Housing  Administration.  Banc  One  subsidiar- 
ies are  certified  SBA  lenders  and  have  made  millions 
of  dollars  of  loans  through  this  program.  Banc  One 
subsidiaries  also  provide  funding  for  other  programs 
designed  to  help  finance  small  businesses,  including 
the  Minority  Enterprise  Small  Business  Investment 
Corporation  and  the  Cleveland  Micro  Loan  Program. 

Banc  One  subsidiaries  also  have  made  investments 
in  numerous  programs  designed  to  help  provide  hous- 
ing for  low-income  families,  including  the  Cincinnati 
Equity  Fund,  the  Qeveland  Housing  Network,  and 
the  Cleveland  Neighborhood  Equity  Fund.  Banc  One 
also  holds  an  annual  Retail  Lending  Conference, 
which  focuses  on  such  matters  as  the  coUection  and 
use  of  geocoded  information  for  market  delineation 
and  understanding  bank  performance  with  respect  to 
the  equitable  distribution  of  credit. 

Banc  One  affiliate  banks  may  design  and  promote 
special  lending  programs  which,  by  their  interest  rates, 
amortization  schedules,  and  collateral  requirements, 
target  particular  types  of  credit  needs.  Banc  One  also 
encourages  its  subsidiary  banks  to  be  flexible  in  the 
application  of  lending  criteria  to  low-income  popula- 
tions. Examples  of  such  flexibility  include  the  financ- 
ing of  points  and  closing  costs  in  mortgage  loans,  and 
the  use  of  a  95  percent  loan-to-value  ratio  for  loans 
with  mortgage  insurance. 

The  Board  also  has  reviewed  Banc  One's  loan 
products  and  community  development  activities  in 
light  of  Protestants'  comments  on  a  city-by-city  basis. 
In  each  of  the  principal  cities  in  which  it  operates. 
Banc  One  has  put  in  place  a  number  of  programs 
designed  to  help  meet  the  credit  needs  of  its  service 
communities,  including  the  following: 
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Cincinnati.  In  Cincinnati.  Banc  One  has  hired  an 
affordable  housing  lender  and  offers  products  targeted 
to  low-  and  moderate-income  home  buyers  such  as  the 
Community  Homebuyer  Vi  mortgage  and  a  loan  prod- 
uct with  flexible  underwriting  guidelines.  Banc  One 
also  supplements  the  efforts  of  its  affordable  housing 
originator  with  targeted  marketing  strategies  such  as 
outdoor  advertising,  minority-audience  media,  and 
advertisements  on  bus  benches  in  target  neighbor- 
hoods. The  Cincinnati  bank  also  uses  the  services  of  a 
minority  appraiser  and  participates  in  numerous  home 
buying  seminars.  The  bank  recently  hired  a  research 
manager  to  develop  a  more  comprehensive  system  to 
analyze  the  geographic  distribution  of  loans. 

In  1989,  Banc  One  began  offering  in  Cincinnati  both 
FHA  and  Ohio  Housing  Finance  Agency  ("OHFA") 
First  Time  Homebuyer  loans,  which  feature  below- 
market  interest  rates  and  reduced  down  payments.  In 
1990.  21  percent  of  the  bank's  home  purchase  loans  in 
the  Cincinnati  area  were  FHA  loans.  The  baiUc  also 
introduced  in  1990  a  new  home  equity  loan  product 
which  allows  individuals  to  borrow  up  to  100  percent 
of  the  equity  in  their  homes. 

Banc  One  also  has  committed  $250,000  through  its 
CDC  to  a  low-income  housing  lax  credit  investment  in 
the  Cincinnati  Equity  Fund  to  rehabilitate  housing  in 
low-  and  moderate-income  neighborhoods,  and  has 
invested  SI  million  in  the  Ohio  Equity  Fund  In  con- 
nection with  low-income  housing.  Banc  One  has  re- 
cently established  a  Cincinnati/Hamilton  County  Com- 
munity Advisory  Council  as  part  of  its  effort  to  serve 
the  Cincinnati  market. 

Banc  One  has  focused  on  improvmg  originations  of 
its  home  improvement  loan  products  in  the  Cincinnati 
market. 2*  Banc  One's  lending  under  this  program  has 
increased  from  only  8  minority  borrowers  in  1990  to  82 
borrowers  in  1991  and  130  borrowers  through  the  third 
quarter  of  1992.  In  addition,  in  its  most  recent  exam- 
ination, the  OCC  stated  that  the  bank's  loan  volume 
was  adequate  in  relation  to  the  institution's  resources 
and  community  credit  needs." 

The  majority  of  the  bank's  commercial  loans  are  to 
small  businesses.  In  June  1992,  Banc  One  established 
a  Business  Banking  Division  in  Cincinnati  and  hired 


21.  In  this  rcfinl.  the  bank  recently  implemented  improved  proce- 
dures  to  ensure  that  all  home  e<)uity  loans  used  for  home  improvement 
purposes  are  reported  on  the  HMDA  loan  repster. 

22  The  bank's  loan  mix  has  i  larger  concentration  of  1-4  family 
residential  loans,  home  equity  loans,  loans  to  individuals,  and  munic- 
ipal  loans,  and  a  smaller  concentration  of  commercial  aiKJ  industrial 
knns.  than  banks  with  similar  asset  sizes  and  branching  structures 
The  institution's  loan  mix  at  the  end  of  1990  included  48  percent  real 
esute  loans.  31  percent  loans  to  individuals.  13  percent  commercial 
and  industrial  loans,  and  3  percent  municipal  loans  Of  the  real  esute 
loans.  31  percent  were  for  1-4  family  residential  homes  and  14  percent 
were  for  home  equity  loans. 


six  commercial  lenders  to  assist  the  bank  in  accom- 
modating the  credit  needs  of  small  and  minority 
businesses.  Banc  One  representatives  also  serve  on 
committees  and  projects  that  help  fund  small  busi- 
nesses. 

Columbus.  Bank  One  Columbus  offers  loans 
through  FHA,  VA,  and  OHFA  loan  programs.  In 
1990,  the  bank  closed  85  bousing  loans  through  these 
programs  in  the  aggregate  amount  of  $4.5  million.  In 
addition,  in  1990  the  bank  generated  570  borne  mort- 
gage loans  totalling  $31.5  million  and  1871  home 
improvement  loans  totalling  $19  million  within  its 
market  area.  The  bank  also  has  adopted  real  estate 
loan  programs  with  flexible  underwriting  standards 
and  expanded  consumer  education  in  an  effort  to  help 
address  the  affordable  bousing  needs  of  the  commu- 
nity. 

In  the  Columbus  market.  Banc  One  approved  529 
loans  to  small  businesses  through  the  first  three  quar- 
ters of  1992  in  the  aggregate  amount  of  $27.3  million." 
Banc  One  conducts  its  small  business  lending  in  Co- 
lumbus through  the  Business  Banking  Group,  which 
has  a  target  market  that  includes  businesses  owned  by 
women  and  minorities.  Outreach  activities  include 
media  advertising,  direct  mailings,  telemarketing, 
newsletters,  direct  calling,  and  special  promotions. 
The  bank  also  provides  special  educational  and  infor- 
mational services  to  businesses,  and  works  with  com- 
munity and  government  groups  to  enhance  lending 
opportunities  to  targeted  businesses. 

Banc  One  is  involved  in  community  development 
activities  throughout  the  Columbus  market.  The  bank 
committed  $3.5  million  to  the  Columbus  Housing 
Partnership  for  affordable  housing  projects.  The  bank 
also  participated  in  funding  the  Urban  Land  Institute's 
recent  study  of  the  Columbus  area's  housing  needs, 
and  now  is  addressing  the  study's  results.  In  addition, 
the  bank  utilizes  the  corporate  CDC  in  addressing 
community  needs.  On  behalf  of  the  bank,  the  CDC 
invested  $1.3  million  in  two  Franklin  County  projects 
sponsored  by  the  Columbus  Housing  Partnership  and 
Urban  Rental  Housing  Development. 

Dayton.  Banc  One  has  taken  steps  to  improve 
significantly  its  lending  to  low-  and  moderate-income 
individuals  in  the  Dayton  area.  In  response  to  ascer- 
tained credit  needs.  Banc  One  has  developed  in  Day- 
ton a  purchase-rehabilitation  loan  program,  and  has 
added  FHA  and  VA  mortgage  products.  The  bank  also 
has  developed  mortgage  products  which  offer  flexible 
lending  criteria  and  lower  down  (>ayments.  An  exam- 
ple of  this  is  the  Community  Home  Buyers  Program, 


23  Through  the  third  quarter  of  1992.  the  regional  oOcc  of  the  SBA 
reported  that  no  other  lender  ui  the  Afty-two  couiMy  rvgioa  bad 
extended  more  SBA  loans. 
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where  down  payment  and  other  underwriting  tequire- 
n^nts  are  reduced  for  low-  and  moderate-income 
individuals.  Other  housing-related  loan  programs  are 
offered  in  coiyunction  with  the  bank's  Historic  Resto- 
ration Mortgage  and  the  Sponsored  Purchase  Mort- 
gage program,  under  which  a  non-profit  organization 
can  participate  in  creating  affordable  housing  for  low- 
and  moderate-income  individuals.  The  bank  also  reg- 
ularly extends  loans  through  the  Vision  Loan  program, 
which  is  designed  to  provide  affordable  housing  for 
low-  and  moderate-income  home  buyers  in  the  area, 
and  through  the  City  of  Dayton's  Neighborhood  Lend- 
ing Program.  The  bank  is  the  leading  lender  in  the 
Neighborhood  Lending  Program's  home  purchase  and 
purchase-rehab  program,  which  provides  an  interest 
buy-down  feature  by  the  City  of  Dayton  during  the 
first  three  years  of  the  mortgage  loan.  The  bank  also 
participates  in  the  OH  FA  First  Time  Homebuyer 
Program,  which  offers  below-markel  interest  rates  and 
reduced  down  payment  requirements. 

Through  the  Banc  One  CDC,  the  bank  is  an  equity 
participant  in  County  Corp's  Homestart  II  Program, 
which  is  designed  to  develop  affordable  housing.  The 
bank  also  is  involved  through  the  CDC  in  the  Mc- 
Pherson  Town  neighborhood  renovation  program,  to 
which  Banc  One  has  provided  fiinding  for  the  acqui- 
sition, renovation,  and  resale  of  residential  proper- 
ties. 

In  1990,  the  bank  closed  1 10  FHA  and  VA  loans, 
representing  approximately  29  percent  of  the  bank's 
home  purchase  and  refinancing  loans  during  the  pe- 
riod. In  addition,  the  bank  made  57  residential  mort- 
gage loans  in  low-  and  moderate-income  census  tracts 
in  1990. 

In  1992,  Banc  One  in  Dayton  introduced  a  small 
business  revolving  line  of  credit  offered  to  businesses 
with  less  than  S2  million  in  annual  sales.  The  bank  has 
approved  over  100  applications  for  this  product  repre- 
senting over  $2  million  in  credit  commitments.  Banc 
One  also  has  committed  $200,000  in  loans  to  the 
Dayton-Montgomery  MicroEnterprise  Fund,  and  has 
recently  agreed  to  invest  an  additional  $90,000  in  the 
Minority  Enterprise  Small  Business  Investn»ent  Cor- 
poration, which  would  raise  the  bank's  total  invest- 
ment in  this  corporation  to  $175,000  and  make  it  the 
largest  investor  in  this  fund. 

The  Dayton  bank  is  a  certified  SBA  lender  and  has 
made  nearly  60  SBA-guaranieed  loans  totalling 
$14  million  in  the  past  four  years.  Through  September, 
Banc  One  had  extended  1 1  SBA  loans  for  a  total  of 
$2  million  in  1992.  In  1990.  the  Dayton  bank  made 
63  loans  totaUing  $7.7  million  to  small  businesses 
located  in  areas  with  a  minority  population  of  at  least 
20  percent.  This  figure  increased  to  69  loans  totalling 
S8.4  million  in  1991 


E.  Valley  National  Bank's  Lending  and  Other 
Activities 

Banc  One  has  indicated  that  it  intends  to  enhance 
Valley  National  Bank's  lending  programs  upon  con- 
summation of  this  proposal.  For  example.  Banc  One 
intends  to  incorporate  the  bank's  Low/Moderate  In- 
come Mortgage  Lending  Program  into  Banc  One's 
affordable  housing  lender  program,  which  includes 
review  of  all  denied  loan  applications  and  specialized 
underwriting  personnel.  Banc  One  also  will  expect 
Valley  National  Bank  to  employ  the  resources  of  the 
Banc  One  CDC  as  well  as  government  programs  for 
community  or  economic  development. 

Banc  One  has  noted,  however,  that  Valley  National 
Bank  has  developed  a  number  of  programs  designed  to 
meet  the  credit  needs  of  low-  and  moderate-income 
populations  in  Arizona.  Banc  One  expects  this  bank 
following  consummation  to  continue  these  products 
and  programs  to  the  extent  they  are  effective  in 
meeting  local  credit  needs.  Banc  One  expecu  that 
Valley  National  Bank  will  continue  to  be  an  active 
participant  in  government-sponsored  loan  programs, 
and  that  CRA  officers  will  work  with  local  government 
officials  to  modify  or  develop  programs  in  response  to 
the  changing  needs  of  their  respective  service  commu- 
nities. 

The  November  Inspection  indicated  that  Valley 
National  Bank  offers  a  wide  range  of  loan  products 
throughout  its  delineated  communities.  In  the  area  of 
single-family  housing  loans,  the  bank  offers,  in  addi- 
tion to  an  array  of  traditional  mortgage  products, 
various  loan  programs  targeted  to  the  credit  needs  of 
low-  and  moderate-income  households.  For  example. 
Valley  National  Bank's  Express  Mortgage  Program 
was  developed  to  enable  lower-income  families  to 
obtain,  through  a  simple  appUcation  process,  long- 
term  fixed-rate  mortgages  in  amounts  from  $10,000 
with  no  mortgage  points.  In  the  first  two  months  after 
its  introduction,  the  bank  approved  over  1,000  loans 
under  the  Express  Mongage  Program  for  a  total  of 
approximately  $33.5  million.  The  bank  also  has  intro- 
duced a  Low/Moderate  Income  Mortgage  Lending 
Program  under  which  low-  and  moderate-income  ap- 
plicants may  obtain  long-term  fixed-rate  mortgages  for 
the  purchase  of  affordable  housing.  The  program  pro- 
vides for  flexible  underwriting  criteria  and  down  pay- 
ment requirements.  Valley  National  Bank  has  estab- 
lished a  fund  of  $10  million  to  fund  these  loans  for  the 
first  year  of  the  program,  and  has  hired  three  loan 
officers  to  maiuge  the  product  from  designated  low- 
and  moderate-income  branches. 

Valley  National  Bank  also  helps  to  meet  the  credit 
needs  of  low-  and  moderate-income  home  owners 
through  joint  efforts  with  such  organizations  as  Hous- 
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ing  for  Mesa,  Catholic  Social  Services  of  Tucson, 
Comite  De  Bienestar,  and  the  Tucson  Urban  League. 
In  addition  to  these  private  efforts  and  the  programs 
designed  by  the  bank  itself.  Valley  National  Bank  also 
participates  in  various  government-sponsored  loan 
programs  targeted  to  the  needs  of  lower-income 
households,  including  the  FNMA  Community  Home 
Buyers  Program  and  Neighbors  Mortgage  Loan  Pro- 
gram, the  Veterans  Administration  No  Down  Payment 
Loan  Program,  and  the  HUD  203(k)  and  221(dK2) 
programs. 

The  bank  also  offers  home  equity  loans  on  both 
fixed-  and  variable-rate  terms  for  up  to  100  percent  of 
the  borrower's  home  equity,  as  well  as  FHA-  and 
HUD-sponsored  home  improvement  loan  programs, 
and  participates  to  a  significant  extent  in  the  City  of 
Phoenix  Home  Improvement  Loan  program. 2* 

To  improve  credit  services  to  small  businesses. 
Valley  National  Bank  opened  its  Small  Business  Loan 
Center  in  April  1991,  and  in  January  1992  organized 
the  Small  Business  Banking  Division.  These  groups 
were  established  to  work  with  businesses  with  annual 
sales  of  iK>t  more  than  SI  million  and  aggregate  credit 
needs  of  $250,000  or  less.  The  bank  is  a  significant 
lender  to  small  businesses,  with  $142  million  in  its 
small  business  loan  portfolio  as  of  September  1992." 
Valley  National  Bank  also  participates  in  a  SBA- 
sponsored  lending  program  for  small  businesses,  and 
has  begun  to  increase  the  number  and  amount  of  loans 
made  under  this  program. 

The  bank  also  participates  to  a  significant  extent  in 
community  development  at>d  redevelopment  projects. 
In  addition  to  significant  purchases  of  municipal  bonds 
issued  by  its  local  conununities,  the  bank  is  receptive 
to  meeting  articulated  finaiKial  needs  on  both  an 
individual  and  joint-efforts  basis.  In  this  regard,  the 
November  Inspection  concluded  that  the  bank  appears 
to  be  committed  to  investing  in  development  and 
redevelopment  projects.  For  example.  Valley  National 
Bank  provided  $3  million  of  the  initial  SIO  million  of 
funding  for  the  Arizona  Multibank  Community  Devel- 
opment Corporation,  which  was  established  by  the 
Arizona  Bankers  Association  to  provide  financial  and 
technical  assistance  for  the  advancement  of  small 
business,  low-  and  moderate-income  housing,  and 
economic  development.  The  bank  also  has  joined  with 
a  non-profit  organization  to  provide  credit  to  small, 
family-owned  businesses,  and  provides  funding  to 


24  Vftlley  National  Bank  has  apfirovcd  loan  requests  lotalbnf 
approxifiuuely  S3. 75  Bullion  under  this  profram.  wtuch  provides  for 
subsidized  interest  rates  and  a  majumum  loan  amount  of  SI3.000. 

25  The  Bovd  notes  that  14  percent  of  the  bank's  small  business 
borrowers  are  located  in  nunonty  census  tracts 


various  business  development  and  housing  rehabilita- 
tion programs. 

F.  HMDA  E>ata  and  Lending  Practices 

The  Board  has  reviewed  the  HMDA  data  reported  by 
subsidiary  banks  of  Banc  One  and  Valley  National  in 
light  of  Protestants'  comments.  Data  cited  by  Protes- 
tants indicate  some  disparities  in  approvals  and  denials 
of  loan  applications  according  to  racial  and  ethnic 
group  and  income  status  in  the  areas  served  by  these 
organizations.  Because  all  banks  are  obligated  to 
adopt  and  implement  lending  practices  that  ensure  not 
only  safe  and  sound  lending  but  also  equal  access  to 
credit  by  creditworthy  applicants  regardless  of  race, 
the  Board  is  concerned  when  the  record  of  an  institu- 
tion indicates  disparities  in  lending  to  minority  credit 
applicants.  The  Board  recognizes,  however,  that 
HMDA  data  alone  provide  only  a  limited  measure  of 
any  given  institution's  lending  in  its  commimity.  The 
Board  also  recognizes  that  HMDA  data  have  limita- 
tions that  make  the  data  an  inadequate  basis,  absent 
other  information,  for  conclusively  determiaing 
whether  an  institution  has  engaged  in  illegal  discrimi- 
nation on  the  basis  of  race  or  ethnicity  in  making 
lending  decisions. 

The  most  recent  examinations  for  CRA  compliance 
and  performance  conducted  by  bank  supervisory 
agencies  found  no  evidence  of  illegal  discrimination  or 
other  illegal  credit  practices  at  any  subsidiary  bank  of 
Banc  One  or  Valley  National.  In  addition,  the  Novem- 
ber Inspection  found  no  illegal  credit  practices  or 
discrimination  at  Valley  National  Bank. 

HMDA  data  also  show  some  improvement  in  certain 
areas  of  lending  to  minorities  and  to  low-  and  moder- 
ate-income credit  applicants  by  the  Banc  One  organi- 
zation. These  improvements  appear  to  have  resulted 
from  steps  taken  by  the  organization  to  improve  its 
lending  record,  such  as  the  affordable  housing  lender 
program  and  the  activities  of  the  CRA  Research  Divi- 
sion discussed  above. 

G.  Recent  CRA  Examination  of  Bank  One 
Cleveland 

In  connection  with  its  recent  CRA  examination  of 
Bank  One  Qeveland,  the  OCC  has  preliminarily  rated 
the  CRA  performance  of  this  institution  as  "needs  to 
improve."  The  Board  notes  that  Bank  One  Cleveland 
represents  less  than  5  percent  of  Banc  One's  total 
consolidated  assets.  As  previously  discussed  in  this 
Order,  the  Banc  One  organization  has  a  demonstrated 
history  of  compliance  with  the  CRA,  and  the  remain- 
ing banking  assets  of  the  Banc  One  organization  are  in 
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institutions  rated  "satisfactory"  or  "outstanding"  for 
CRA  performance. 

In  this  regard,  the  Board  notes  that  Bank  One 
Oeveland's  preliminary  rating  of  "needs  to  improve" 
represents  a  recent  downgrading  from  the  current 
rating  of  "satisfactory"  for  this  institution.  The  Board 
expects  Banc  One  to  take  steps  that  will  address  the 
areas  of  weakness  identified  in  the  OCC's  most  recent 
examination.  In  addition,  Banc  One  must  submit  to  the 
Board,  when  delivered  to  the  OCC,  a  copy  of  the  plan 
to  address  the  weaknesses  in  the  CRA  performance 
record  of  Bank  One  Qeveland  identified  by  the  OCC. 
Banc  One  also  must  report  to  the  Reserve  Bank,  on  a 
quarterly  basis  coomiencing  June  30,  1993,  as  to  its 
progress  in  remedying  these  problems  and  implement- 
ing the  plan  for  improvement.  Banc  One's  progress  in 
remedying  these  deficiencies  will  be  taken  into  ac- 
count in  connection  with  future  applications  by  Banc 
One.» 

H.  Conclusion  Regarding  Convenience  and 
Needs  Factor 

The  Board  has  carefiilly  considered  all  of  the  facts  of 
record,  including  the  comments  filed  in  this  case,  in 
reviewing  the  convenience  and  needs  factor  under  the 
BHC  Act.  Based  on  a  review  of  the  entire  record, 
including  the  findings  of  the  November  Inspection, 
mformation  provided  by  commenters  supporting  and 
opposing  this  proposal,  and  the  results  of  CRA  (>erfor- 
mance  examinations  conducted  by  the  respective  pri- 
mary regulators  of  the  subsidiary  banks  of  Banc  One 
and  Valley  National,  the  Board  believes  that  the 
efforts  of  Banc  One  and  Valley  National  to  help  meet 
the  credit  needs  of  all  segments  of  the  communities 
served  by  their  subsidiary  banks,  including  low-  and 
moderate-income  neighborhoods,  as  well  as  all  other 
convenience  and  needs  considerations,  are  consistent 
with  approval  of  this  proposal." 


26  One  Protestani  h»j  m|u»led  thai  Ihe  Board  delay  ccnsideration 
of  these  appbcalions  to  penral  coosideraluM  of  the  OCC's  pcDdios 
CRA  perfonnaoce  examinaljon  of  Bank  One  Clevelaod  As  discussed 
in  this  Order,  the  Board  has  taken  mto  account  the  prelimmarv 
eaaminatjoo  ratios  asufned  to  Bank  Ooe  Cleveland  by  the  OCC 
rather  than  delay  cooaideratjoo  of  these  applicatioos 

27.  Certain  of  the  Protestants  have  requested  that  the  Board  bold 
a  public  meeting  of  bearing  with  respect  to  this  applicatjon  The 
Board  is  not  required  utsder  section  3  of  the  BHC  Act  to  hold  a 
public  beannf  unless  the  pnmary  supervisor  for  the  bank  to  be 
acquired  disapproves  the  proposal  In  this  case,  the  pnmary  super- 
visors for  the  institutions  to  be  acquired  have  not  ot^ected  to  Banc 
One's  application 

Under  its  rules,  the  Boartl  may.  in  its  discretion,  hold  a  public 
meeting  or  hearing  on  an  application  to  clarify  factual  issues  related  to 
the  applicauon  and  to  provide  an  opportunity  for  testimony,  if 
appropriate  12  C  F  R  262  3<e)  and  262  25(d)  The  Board  has  care 
fuUy  considered  Protestants'  requests  for  such  a  meeung  or  hearing, 
and  ihe  written  comments  submitted  by  Protestants.  In  the  Board's 


Other  Considerations 

Banc  One  and  Valley  National  do  not  compete  in  any 
banking  market.  Hence,  the  Board  has  concluded  that 
the  proposed  acquisition  would  not  adversely  affect 
competition  in  any  relevant  banking  market.'*  The 
Board  also  has  concluded  that  the  financial  and  man- 
agerial resources"  and  future  prospects  of  Banc  One, 
Valley  National,  and  their  respective  subsidiaries,  and 
all  other  supervisory  factors  the  Board  must  consider 
under  section  3  of  the  BHC  Act,  are  consistent  with 
approval  of  this  proposal. 

Banc  One  also  has  applied,  pursuant  to  section 
4<cK8)  of  the  BHC  Act,  to  acquire  Concho  Insur- 
ance, a  company  that  provides  credit -related  life  and 
disability  insurance  issued  in  connection  with  exten- 
sions of  credit  by  Valley  National  Bank,  and  VNC 
Investment,  a  company  that  engages  in  the  making 
and  arranging  of  commercial  loans.'"  These  activities 
are  permissible  for  bank  holding  companies  under  the 
Board's  Regulation  Y,"  and  Banc  One  proposes  to 
conduct  these  activities  in  accordance  with  the 
Board's  regulations. 

In  order  to  approve  this  application,  the  Board  also 
must  find  that  the  performance  of  the  proposed  activ- 
ities by  Concho  Insurance  and  VNC  Investment  "can 


view,  mterested  parties  have  had  ample  opportunity  to  submit  and 
have  subouned  substaittial  writtea  ctsmments  thai  have  been  consid- 
ered by  the  Board  Moreover.  Pnxeiunts  have  mdicalfil  geoeral 
disagreement  regarding  the  appropnate  coochmons  to  be  drawn  from 
the  facu  of  record,  but  have  oot  identified  ^cts  that  are  in  dispute  and 
material  to  the  Board's  decisioo  In  hght  of  these  coosideratsoos.  the 
Board  has  delcnnined  thai  a  public  meeting  or  hearing  is  not  necessary 
to  clarify  the  factual  record  in  Uus  appbcatjoo,  or  otherwise  warranted 
m  this  case.  Acconiingly.  the  requests  for  a  puMsc  meeting  or  bearing 
on  this  application  are  hereby  tlenied. 

28  In  this  regard,  one  cominenter  has  mamfainrd  that  the  proposal 
would  result  in  a  undue  coocentrauoo  of  banking  resources  m  Banc 
One 

29  In  addressing  the  managerial  considerations  of  this  proposal, 
the  Board  has  carefully  considered  several  comments  that  related  to 
Ihe  operations  of  the  subsidiary  banks  of  Banc  One  and  Valley 
Nauonal.  Some  comments  related  to  particular  consumer  and  bus- 
iness deaUngs.  including  loan  transactions  and  payroll  processing 
matters,  involving  certain  of  these  institutions  Oher  comnsenters 
have  alleged,  without  providing  any  supporting  facts  or  documen- 
tauon.  thai  management  oAcials  of  the  Banc  Ooe  and  Valley 
Natwoal  organizations  have  engaged  in  improper,  and  m  some  cases 
cruninal,  activity  and  cotiduct  The  Board  has  reviewed  these 
comments  in  hght  of  all  of  the  facts  of  record  m  this  case,  including 
information  responding  to  these  comments  provided  by  Banc  One 
and  Valley  National,  relevant  examinatioo  rcpons.  and  information 
provided  by  other  federal  regulatory  agencies.  Based  on  this  review, 
the  Board  has  concluded  that  these  comments  do  not  reflect  so 
adversely  upcm  the  managerial  resources  of  these  organizations  as  to 
warrant  denial  of  this  proposal  . 

30  VNC  Investment  also  is  an  mvestment  company  which  invests 
m  debt  and  equity  secunues  wtuch  Ao  not  comprise  more  than 
5  percent  of  the  voting  sccunties  of  any  issuer.  This  is  an  acuvity 
permitted  to  bank  holding  company  subsidiaries  without  the  Board's 
pnor  approval  under  section  4(cK7)  of  the  BHC  Act  and  sectioo 
225  221CK6I  of  the  Board's  Regulation  Y 

31  ierl2CFR   225.25(bX«Xi)  and  223.25(bKI) 
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reasonably  be  expected  to  produce  benefits  Co  the 
public  .  .  .  that  outweigh  possible  adverse  effects,  such 
as  undue  concentration  of  resources,  decreased  or 
unfair  competition,  conflicts  of  interests,  or  unsound 
banking  practices."  12  U.S.C.  1 1843(cK8).  Tbe  Board 
expects  that  the  continuance  of  these  activities  by 
these  nonbanking  subsidiaries  would  tnaitnnin  the 
level  of  competition  among  providers  of  these  ser- 
vices. In  addition,  there  is  no  evidence  in  the  record 
that  consummation  of  this  proposal  would  result  in  any 
significantly  adverse  effects,  such  as  undue  concentra- 
tion of  resources,  decreased  or  unfair  competition, 
conflicts  of  interests,  or  unsound  banking  practices. 
Accordingly,  the  Board  concludes  that  the  balance  of 
the  public  interest  factors  that  it  is  required  to  consider 
under  section  4<cK8)  of  tbe  BHC  Act  is  favorable,  and 
consistent  with  approval  of  Banc  One's  section  4 
application. 

Based  on  the  foregoing  and  other  facts  of  record, 
the  Board  has  determined  that  the  application  should 
be,  and  hereby  is,  approved.  This  approval  is  specif- 
ically conditioned  upon  compliance  by  Banc  One 
with  all  of  the  commitments  made  in  connection  with 
this  application  and  with  the  conditions  referenced  in 
this  Order.  The  Board's  determination  with  respect 
to  its  nonbanking  activities  also  is  subject  to  all  of  the 
conditions  set  forth  in  Regulation  Y,  including  those 
in  sections  22i.4<d)  and  223. 23(b),  and  to  the  Board's 
authority  to  require  such  modification  or  termination 
of  the  activities  of  a  bank  holding  company  or  any  of 
its  subsidiaries  as  the  Board  finds  necessary  to  assure 
compliance  with,  and  to  prevent  evasion  of,  the 
provisions  of  the  BHC  Act  and  the  Board's  regula- 
tions and  orders  issued  thereunder.  For  purposes  of 
this  action,  the  commitments  and  conditions  relied 
on  in  reaching  this  decision  shall  be  deemed  to  be 
conditions  imposed  in  writing  by  the  Board  and,  as 
such,  may  be  enforced  in  proceedings  under  applica- 
ble law. 

The  banking  acquisitions  shall  not  be  consummated 
before  the  thirtieth  calendar  day  after  the  effective 
date  of  this  Order,  and  the  proposal  shall  not  be 
consummated  later  than  three  months  afier  the  effec- 
tive date  of  this  Order,  unless  such  period  is  extended 
for  good  cause  by  the  Board  or  by  the  Federal  Reserve 
Bank  of  Cleveland,  acting  pursuant  to  delegated  au- 
thority. 

By  order  of  the  Board  of  Governors,  effective 
Mareh  I.  1993. 

Voting  for  this  Ktion:  Chainnan  Greenspan  and  Governors 
MuUins.  Angell,  Kelley,  LaWare,  Lindscy.  and  Ptiillips. 

Jennifer  J.  Johnson 
Associate  Secretary  of  the  Board 


First  Bank  System,  Inc. 
Minneapolis,  Minnesota 

Order  Approving  the  Acquisition  of  a  Bank  Holding 
Company 

First  Bank  System,  Inc.,  Minneapolis,  Minnesota,  and 
its  wholly  owned  subsidiary.  Central  Baocorporation, 
Inc.,  Denver,  Colorado  (together.  "FBS"),  both  bank 
holding  companies  within  tbe  meaning  of  the  Bank 
Holding  Company  Act  ("BHC  Act"),  have  applied 
under  sections  Wm  and  3(aK5)  of  the  BHC  Act 
(12  U.S.C.  S  1842(aK3)  and  (aX5)),  to  acquire  all  of  the 
voting  shares  of  Colorado  National  Banksbares,  Inc., 
Denver,  Colorado  ("CNB").'  and  thereby  indirectly 
acquire  CNB's  eight  subsidiary  banks:  Colorado  Na- 
tional Bank,  Denver,  Colorado:  Colorado  National 
Bank-Belmont,  Pueblo,  Colorado;  Colorado  National 
Bank-Puebk),  Pueblo,  Colorado;  Colorado  National 
Bank-Glenwood,  Glenwood  Springs,  Colorado 
("CNB-Glenwood");  Colorado  National  Bank-Grand 
Junction,  Grand  Junction,  Colorado  ("CNB-Grand 
Junction");  C^orado  National  Bank-Loogmont, 
Longmont,  Colorado;  Colorado  National  Bank-Fort 
Collins,  Fort  Collins,  Colorado;  and  C^olorado  Na- 
tional Bank-Exchange,  Colorado  Springs,  Colorado.' 
FBS  also  has  applied  under  section  4(cX8)  of  the 
BHC  Act  to  engage  in  nonbanking  activities  through 
the  acquisition  of  the  following  CNB  subsidiaries 
pursuant  to  section  225.25(bK8Ki)  of  the  Board's  Reg- 
ulation Y  (12  C.F.R.  225.25(bK8Xi)): 

(1)  Colorado  National  Insurance  Agency,  Inc.,  Den- 
ver, Colorado,  and  thereby  engage  in  selling  credit 
life,  and  accident  and  disabiUty  insurance;  and 

(2)  Colorado  National  Life  Insurance  Company, 
Inc.,  Denver,  Colorado,  and  thereby  engage  in 
reinsuring  credit  life,  and  accident  and  disability 
insurance. 

Notice  of  the  applications,  affording  interested  per- 
sons an  opportunity  to  submit  comments,  has  been 
published  (58  Federal  Register  4,426  (1993)).  The  time 
for  filing  has  expired,  and  the  Board  has  considered 
the  application  and  all  comments  received  in  light  of 
the  factors  set  forth  in  sections  3  and  4  of  the  BHC 
Act. 

FBS,  with  total  consolidated  assets  of  approxi- 
mately $23.4  billion,  controls  21  subsidiary  banks  and 


I  CNB  will  ineiie  iiilo  Centnl  Bucorponlioa.  Inc.  and  Ihc 
resullins  entity  will  opemc  in  Colorado  luinf  the  CNB  name 

2.  In  connection  with  FBS't  propoied  acquisition  of  CNB,  FBS  hai 
requealed  Board  approval  under  lectkm  }  of  the  BHC  Act  to  acquire 
an  opuoo  to  purcbaae  up  to  20.6  percent  of  the  votinf  ihaies  of  CNB. 
Thit  option  win  become  moot  upon  consummatioa  of  FBS't  apptica- 
tKHi  to  acquire  CNB 
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RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  BOND 
FROM  EUGENE  A.  LUDWIG 

Q.l.  Although  CBO  has  been  quoted  as  saying  that  the  savings 
from  the  Administration's  plan  would  be  quite  small,  the  Secretary 
claimed  that  it  would  save  the  Government  $150  to  $200  million 
annually.  Do  you  believe  that  the  same  amount  of  money  would  be 
saved  by  the  proposal  the  Federal  Reserve  has  put  forward? 
A.1.  Dear  Senator  Bond,  after  the  hearings  concerning  agency  con- 
solidation, you  inquired  whether  the  Administration's  proposal 
would  save  the  same  amount  of  money  as  the  proposal  put  forward 
by  the  Federal  Reserve  Board.  Although  the  OCC  has  not  devel- 
oped its  own  estimate  of  savings  from  the  Federal  Reserve's  pro- 
posal, my  understanding  is  that  the  Office  of  Management  and 
Budget  has  evaluated  both  the  Federal  Reserve's  and  Administra- 
tion's proposals.  According  to  my  staff,  0MB  estimates  that  the 
Federal  Reserve's  proposal  would  not  produce  as  much  in  long-term 
savings  as  the  Administration's  bill  for  the  following  reasons:  (i) 
The  two  agency  structure  would  achieve  lower  economies  of  scale 
than  the  single  agency  approach;  (ii)  both  agencies  (the  proposed 
Federal  Banking  Commission  and  the  Federal  Reserve)  would  sep- 
arately need  to  maintain  expertise  in  all  types  of  banks  and  thrifts; 
and  (iii)  greater  duplication  would  persist  under  the  Federal  Re- 
serve's proposal  since  many  of  the  large  banking  companies  and 
their  subsidiaries  would  be  supervised  by  both  the  Federal  Reserve 
and  the  Federal  Banking  Commission. 

Q.2.  Please  furnish  the  Committee  with  a  list  of  all  of  the  agencies, 
and  the  individuals  who  represent  them,  who  are  a  part  of  the 
interagency  task  force  on  bank  regulatory  consolidation  mentioned 
by  Secretary  Bentsen  during  the  hearing  of  March  1,  1994.  In  addi- 
tion, please  provide  us  with  the  date  the  task  force  was  formed,  a 
schedule  of  all  the  meetings  held,  and  a  list  of  who  attended  each 
meeting.  I  would  appreciate  your  response  by  March  9,  1994. 

A.2.  You  also  asked,  at  the  hearing,  whether  any  member  of  my 
staff  or  I  had  discussed  the  consolidation  issues  and  proposals  with 
any  member  of  the  White  House  staff  and,  if  so,  whether  any  mat- 
ter relating  to  Worthen  Banking  Corporation,  Worthen  Bank  of  Lit- 
tle Rock,  Worthen  Financial,  Madison  Guaranty  Savings  and  Loan, 
or  Whitewater  was  brought  up.  You  inquired,  specifically,  whether 
I  had  any  discussions  with  Webster  Hubbell  and  whether  I  knew 
who  was  representing  the  Department  of  Justice  on  issues  relating 
to  the  consolidation  proposal.  After  the  hearing,  you  also  asked  the 
OCC  to  provide  a  list  identifying  the  individuals  who  represented 
the  agency  on  an  "interagency  task  force  on  bank  regulatory  con- 
solidation  and  the  dates  of  those  "task  force"  meetings. 

Because  the  OCC  did  not  anticipate  the  need  to  reconstruct  the 
history  of  the  Administration's  consolidation  proposal,  it  did  not 
systematically  maintain  records  of  all  meetings  or  discussions  re- 
lating to  this  subject.  In  order  to  be  able  to  respond  to  your  inquiry, 
I  therefore  directed  the  OCC's  Chief  Counsel's  Office  to  undertake 
a  comprehensive  internal  review  to  identify  all  information  within 
the  OCC  which  might  be  responsive  to  your  inquiry.  This  response 
is  based  on  the  results  of  that  review  and  my  own  best  recollection. 
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Since  the  fall  of  1993,  I  participated  in  a  number  of  meetings  and 
telephone  discussions  on  the  issue  of  Federal  banking  agency  con- 
solidation with  other  Members  of  the  Administration.  The  effort  got 
underway  in  earnest  at  a  meeting  on  October  19,  1993,  which  in- 
cluded several  Members  of  the  Administration,  including  the  Presi- 
dent, and  at  which  a  variety  of  issues  were  discussed  involving  the 
state  of  the  banking  industry  and  ways  the  industry  could  best 
support  economic  revitalization.  Enclosed  is  a  chart  identifying,  as 
best  we  can  reconstruct  from  the  OCC's  records,  the  recollections 
of  OCC  staff,  and  my  own  recollection,  all  the  subsequent  inter- 
agency meetings  that  involved  any  substantive  discussions  of  the 
agency  consolidation  proposal.  Although  no  formal  "interagency 
task  force"  was  ever  set  up,  there  were,  as  you  can  see  from  the 
chart,  a  large  number  of  meetings  among  Members  of  the  Adminis- 
tration in  wnich  the  OCC  participated.  Among  these  meetings  were 
several  in  which  officials  from  various  White  House  offices  also  par- 
ticipated, including  0MB,  NEC,  CEA,  0PM,  the  Office  of  Legisla- 
tive Affairs,  and  the  Office  of  the  Counsel. 

I  should  note  that,  because  the  development  of  the  Administra- 
tion's agency  consolidation  proposal  was  a  comprehensive  under- 
taking involving  numerous  participants  and  a  large  number  of  tele- 
phone calls,  meetings,  and  other  discussions,  it  has  been  impossible 
to  reconstruct  the  dates  and  participants  in  meetings  and  calls 
identified  in  the  enclosed  chart  with  absolute  certainty.  Further- 
more, I  attended  a  number  of  gatherings  and  had  a  considerable 
number  of  telephone  calls  with  Members  of  the  Administration  on 
other  banking  matters.  In  some  of  these  meetings  and  in  some  of 
the  telephone  calls,  there  were  passing  or  other  incidental  ref- 
erences to  the  agency  consolidation  proposal.  Due  to  the  incidental 
and  genuinely  unimportant  nature  of  such  references  to  agency 
consolidation,  I  cannot  reconstruct  with  any  accuracy  when  and 
with  whom  these  meetings  and  telephone  calls  took  place. 

Among  the  issues  discussed  in  the  meetings  and  calls  referred  to 
in  the  enclosed  chart  were  the  organization  and  structure  of  the 
Federal  Banking  Commission,  including,  particularly,  its  independ- 
ence. In  that  regard,  the  OCC  participated  in  a  number  of  discus- 
sions regarding  the  litigating  authority  of  the  proposed  Federal 
Banking  Commission.  At  the  hearings  on  agency  consolidation,  I 
identified  Walter  Bellinger  as  the  representative  from  the  Depart- 
ment of  Justice  I  remembered.  I  also  stated  that  I  did  not  have  anv 
discussions  with  Mr.  Hubbell  and  that,  to  the  best  of  my  knowl- 
edge, he  was  not  involved  in  discussions  concerning  agency  consoli- 
dation. At  the  time  I  provided  my  testimony,  I  did  not  have  any 
information  indicating  that  Mr.  Hubbell  was  involved  in  such  dis- 
cussions. Subsequent  to  my  testimony,  however,  I  was  advised  that 
Mr.  Hubbell  may  have  been  involvea  in  discussions  of  the  Federal 
Banking  Commission's  litigating  authority  in  which  neither  my 
staff  nor  I  participated.  I  would  like  to  amend  the  hearing  record 
to  that  effect. 

At  no  time  during  any  of  the  meetings  or  telephone  calls  in 
which  the  agency  consolidation  proposal  was  developed  did  any 
member  of  my  staff  or  I  participate  in  any  discussion  of  substantive 
or  procedural  questions  relating  to  Worthen  Bank  Corporation, 
Worthen  Bank  of  Little  Rock,  Worthen  Financial,  or  any  other  in- 
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stitution,  that  might  be  pending  before  the  OCC  or  any  of  the  other 
Federal  banking  agencies,  nor  did  we  discuss  how  the  resolution  of 
any  such  matter  might  be  affected  by  the  consolidation  proposal. 

With  regard  to  Madison  Guaranty  Savings  and  Loan  and 
Whitewater,  several  members  of  my  staff  and  I  recall  passing  ref- 
erences to  the  recent  publicity  surrounding  those  matters  in  var- 
ious conversations.  Even  these  passing  references  were  only  made 
in  the  context  of  whether  the  controversy  might  affect  congres- 
sional views  regarding  elements  of  the  consolidation  proposal,  or 
with  regard  to  how  to  structure  the  proposed  Federal  Banking 
Commission  as  an  independent  agency  in  order  to  prevent  the  con- 
solidation proposal  from  being  caught  up  in  the  controversy.  On  no 
occasion,  including  those  referred  to  above,  did  I,  or,  to  the  best  of 
my  knowledge,  anyone  on  my  staff  provide  or  receive  any  nonpublic 
information  relating  to  Worthen,  Madison  Guaranty  Savings  and 
Loan,  or  Whitewater, 

I  trust  this  is  fully  responsive  to  your  request.  If  either  you  or 
your  staff  have  questions  concerning  any  agency  consolidation 
meetings  or  other  discussions  in  which  you  believe  my  staff  or  I 
may  have  participated  and  which  our  review  has  failed  to  identify, 
we  would  be  happy  to  check  further  to  determine  whether  our 
records  contain  any  indication  of  OCC  participation.  I  appreciate 
your  interest  and  look  forward  to  working  with  you  as  we  continue 
the  important  work  of  consolidation  of  the  bank  regulatory  system. 
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APPEiNDK  A 

This  Appendix  contains  a  listing  of  meetings  and  conference  calls  held  that  could  be 
chaiacterized  as  a  meeting  of  the  "interagency  tasic  force",  other  than  meetings  within  the  OCC 
or  meetings  held  with  Treasury  or  Treasury  bureaus,  to  discuss  consolidation  and  the  names  of 
the  participants  at  each  meeting.  This  information  was  obtained  from  the  records  and 
recollection  of  OCC  participants  and  may  not  include  all  the  participants  or  all  the  meetings, 
since  attendance  lists  were  not  generally  maintained. 


OCC 
NEC 
CEA 
FDIC 


Office  of  the  Comptroller  of  the  Currency 
National  Economic  Council 
Council  of  Economic  Advisors 
Federal  Deposit  Insurance  Corporation 


0MB:  Office  of  Management  and  Budget 

OPM:  Office  of  Personnel  Management 

DOJ:  U.S.  Department  of  Justice 

OTS;  Office  of  Thrift  Supervision 


DATE 

PARTICIPANTS 

iJUHJtCl  MAITHR 

11/10/93 

OCC: 

Gene  Ludwig 
Konrad  Alt 
Julie  Williams 

Treasury 
Representatives' 

NEC: 

EUen  Seidman 

CEA\OMB^ 

A  meeting  to  discuss  the  options  for  structuring 
the  regulatory  consolidation  proposal. 

'Unless  otherwise  specifically  mentioned,  the  Treasury  representatives  may  bave  included  the  following 
individuals:  Frank  Newman.  Rick  Camell.  David  Lebryk.  Bnan  Mathis.  Fe  Morales  Marks.  Roberta  Mclnemey. 
and  Peter  Bieger.  Frank  Newman  attended  most  of  the  meetmgs.  but  not  aJl  Gordon  Eastbum,  Steve  .McHale. 
Bnan  Tishuk.  John  Lewis  and  a  few  other  Treasury  staff  members  participated  in  some  meetmgs  but  not  all 
Attendance  lists  were  not  maintained  for  most  meetmgs  and.  theretore.  i(  is  not  possible  to  state  with  absolute 
certainty  which  members  of  the  Treasury  staff  attended  which  meetmgs. 

Tlie  likely  participants  from  CEA  were  the  following:  Constance  Dunham.  Joe  Stiglitz.  and  on  one  occassion. 
Alan  Blinder.  In  light  of  the  fact  that  the  same  people  did  not  attend  each  meeting  and  smce  attendance  lists  were 
not  maintained  for  most  meetings,  it  is  not  possible  to  state  with  absolute  certainty  which  members  attended  which 
meetings. 

'In  light  of  the  fact  that  the  same  people  did  not  attend  each  meeting  and  since  attendance  lists  were  not 
maintained  for  most  meetings,  it  is  not  possible  to  state  with  absoiuie  certainty  which  members  attended  which 
meetings.  Usually  .Alan  Rhinesmiih  and  Alice  Cho  represented  O.MB  at  the  meeiings.  Other  OMB  participants  at 
various  meetings  may  have  included  Chris  Edley.  Sally  Katzen.  Jeff  Hill.  Jim  Jukes.  Peggy  Kuhn.  and  Doug 
Steiger. 


-I- 
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12/13/93 

OCC: 

Gene  Ludwig 

Julie  Williams 

Treasury 
Represenutives 

NEC: 

Ellen  Seidman 

CEA.OMB 

A  meeting  to  discuss  foUow-up  on  the  regulatory 
consolidation  proposal. 

12/14/93 

OCC: 

Gene  Ludwig 
Konrad  Ait 
Julie  Williams 

Tre<isury 
Representatives 

NEC: 

Ellen  Seidman 

DOJ: 

Mike  Small 
Dawn  Johnsen 

CEA.OMB 

A  meeting  to  discuss  consolidation  issues. 
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12/16/93 

OCC: 

A  meeting  at  OMB  to  discuss  what  information 

Jim  Kamihachj 

OMB  would  need  to  make  its  estimate  of  the 

John  Carlson 

budget,  personnel  costs  and  savings  associated 

Tom  Lantzas 

with  the  Administration's  proposal. 

Roy  Madsen 

Ron  Passero 

Treasury: 

Becky  Ellis 

Gordon  Eastbum 

Brian  Tishuk 

John  Lewis 

0MB: 

Alan  Rhinesmith 

Alice  Cho 

Peggy  Kuhn 

OTS: 

Bill  Durbin 

Richard  Abood 

Gail  Saunders 

FDIC: 

Steve  Selig 

Beny  Johnston 

12/20/93 

OCC: 

A  meeting  to  discuss  bank  regulatory 

Gene  Ludwig 

consolidation. 

Treasury: 

Rick  Camell 

NEC: 

Ellen  Seidman 

CEA: 

Joe  Stiglitz 

OMB: 

Chris  Ediey 
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12/27/93 

OCC: 

A  telephone  conversation  to  discuss  agency 

Gene  Ludwig 

consolidation. 

NEC: 

Ellen  Seidman 

01/03/94 

OCC; 

A  meeting  to  discuss  the  personnel  issues 

John  Carlson 

relating  to  banking  regulatory  consolidation. 

Gary  Norton 

Ron  Grain 

Judy  Walter 

FDIC: 

AJ  Squerrini 

Steven  Seelig 

Beny  Johnston 

OPM: 

Gay  Gardner 

OTS: 

Bill  Durbin 

Bill  Casey 

Kevin  Petrasic 

Jeff  Miner 

Treasury: 

Steve  McHale 

Peter  Bieger 

Brian  Tishuk 

Gordon  Eastbum 

John  B.  Lewis 

Linda  Oakey- 

Hemphill 

0MB: 

Ray  Kogut 

Peggy  Kuhn 

AJan  Rhinesmith 

Alice  Cho 
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01/04/94 

OCC: 
Ron  Crain 

Treasury: 
Steve  McHaJe 

OTS: 

BUI  Durbin 

Bill  Casey 

FDIC: 

John  Chiponis 

0MB: 
Alice  Cho 

0PM: 

Gay  Gardner 

A  meeting  held  at  Treasury  to  discuss  benefit 
plan  transition  issues. 

01/11/94 

OCC: 

Julie  Williams 

Treasury 
Representatives 

hfEC: 

Ellen  Seidman 

CEA.OMB 

A  meeting  to  discuss  resolution  of  outstanding 
issues  in  regulatory  consolidation  proposal. 

01/12/94 

OCC: 
Konrad  AJt 
Bill  Bowden 
Julie  Williams 
Jim  Kamihachi 
John  Carlson 
Eileen  Gallagher 
Leonora  S.  Cross 

Treasury 
Representatives 

>fEC: 

Ellen  Seidman 

A  telephone  conference  call  regarding  items 
remaining  to  be  accomplished  and  foUowed-up 
on. 
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01/12/94 

OCC: 

A  meeting  at  the  Treasury  Department  regarding 

Gene  Ludwig 

the  regulatory  consolidation  proposal. 

Julie  Williams 

Discussion  topics  included:    supervision  of  state- 

Leonora  S.  Cross 

chanered  banks,  possible  advisory  councils. 

Eileen  Gallagher 

funding  for  the  proposed  Federal  Banking 

Konrad  Alt 

Commission,  and  possible  briefings  for  various 

Jim  Kamihachi 

interest  groups. 

John  Carlson 

Treasury 

Representatives 

OTS: 

Jonathan  Fiechter 

hfEC: 

Ellen  Seidman 

Paul  Dimond 

Paul  Weinstein 

CEA: 

Constance  Dunham 

Joe  Stightz 

ONIB; 

Chris  Edley 

Alan  Rhinesmith 

Sally  Katzen 

Alice  Cho 

Jim  Jukes 

WH  Legislative 

Affairs: 

Paul  Carey 
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01/14/94 

OCC: 

A  telephone  conference  call  regarding  items 

Konrad  Alt 

remaining  to  be  accomplished  and  foUowed-up 

Bill  Bowden 

on. 

Julie  Williams 

Jim  Kamihachi 

John  Carlson 

Eileen  Gallagher 

Ixonora  S.  Cross 

Treasury 
Representatives 

NEC: 

Ellen  Seidman 

01/ '4/94 

OCC: 

A  meeting  at  the  OCC  to  discuss  the  various 

Konrad  AJt 

options  for  funding  the  Federal  Banking 

Julie  Williams 

Commission  and  a  brief  discussion  regarding 

Brenda  Curry 

OMB's  methodology  for  esumating  the  long-term 

Jim  Kamihachi 

savings  from  consolidation. 

John  Carlson 

Judy  Walter 

Roy  Madsen 

Tom  Lantzas 

Wayne  Leiss 

OMB: 

Alice  Cho 

Alan  Rhinesmith 

Others 

Treasury: 

Brian  Mathis 

Gordon  Eastbum 

Mark  Bender 

OTS: 

Bemie  Mason 
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01/14/94 


OCC: 

Jim  Kamihachi 
David  Nebhut 
Mark  Winer 
Rich  Nisenson 
Phil  Bartholomew 
Thomas  Lutton 

CEA: 

Constance  Dunham 

Kevin  Murdock 


A  meeting  at  the  OCC  to  discuss  the  OCC's 
analysis  on  the  number  and  size  of  banks  and 
holding  companies  subject  to  supervision  by 
various  Federal  regulators. 


A  meeting  at  Treasury  to  discuss  the 
consolidation  proposal. 


01/18/94 


OCC: 

Gene  Ludwig 

Konrad  Alt 

Treasury: 
Rick  Camell 
Frank  Newman 
Mike  Levy 
Bnan  Mathis 

0MB: 
Chns  Edley 

WH  Legislative 
Affairs: 
Paul  Carey 

NEC: 

Ellen  Seidman 
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01/19/94 

OCC: 

Judy  Walter 
John  Carlson 
Roy  Madsen 
Tom  Lantzas 

Treasury: 
Gordon  F;istbum 

0MB: 
Alice  Cho 
Alan  Rhinesmith 

OTS: 

Bill  Durbin 

A  meeting  at  0MB  to  discuss  the  long-term 
budgetary  savings  associated  with  the 
consolidation  proposal. 

01/25/94 

OCC: 

Stephen  Steinbrink 
Konrad  Alt 
Bill  Bowden 
Jim  Kamihachi 

Treasury: 
Rick  Camell 

CEA: 

Constance  Dunham 

Joe  Stiglitz 

A  conference  call  to  discuss  the  examination 
procedures  of  all  the  federal  banking  regulators. 

01/25/94 

OCC: 

Tom  Lantzas 

0MB: 
Alice  Cho 

A  meeting  to  discuss  the  cost  projection  model 
associated  with  the  regulatory  agency 
consolidation  proposal. 
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01/28/94 

OCC: 

Bill  Bowden 

Julie  Williams 

Treasury 
Representatives 

NEC: 

Ellen  Seidman 

DOJ: 

John  Rogovin 

Others 

OTS: 

Carolyn  Lieberman 

0MB,  CEA 

A  meeting  at  the  Old  Executive  Office  Building 
to  discuss  resolution  of  outstanding  issues  in 
regulatory  consolidation  proposal,  particularly 
independent  litigating  authority. 

02/02/94 

OCC: 
Brenda  Curry 

0MB: 

Alan  Rhinesmith 
Doug  Steiger 
Peggy  Kuhn 
Jim  Jukes 
Gary  Waxman 
Alice  Cho 

OTS: 

Kevin  Petrasic 
Dorene  Rosenthal 
Jeff  Miner 

Treasury: 

Roberta  Mclnemey 
Peter  Bieger 
Stephen  McHale 

NEC: 

Ellen  Seidman 

A  meeting,  called  by  OMB,  to  discuss  its  views 
on  the  nonpersonnel  issues  contained  in  the 
Administration's  agency  consolidation  bill. 
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02/07/94 

OCC: 

A  meeting  at  the  Treasury  Department  to  discuss 

Gene  Ludwig 

resolution  of  outstanding  issues  in  regulatory 

Julie  Williams 

consolidation  proposal.    Comptroller  Ludwig  did 

Jim  Kamihachi 

not  suy  through  the  entire  meeting. 

Treasury 

Rq)resentatives 

NEC: 

Ellen  Seidman 

OTS: 

Jonathan  Feichter 

OMB.CEA 

02/07/94 

OCC: 

A  meeting  to  discuss  independent  litigation 

Bill  Bowden 

authority  as  contained  in  the  consolidation 
proposal. 

Treasury: 

Rick  Camell 

Frank  Newman 

Peter  Bieger 

Marybeth  Triano 

OTS: 

Carolyn  Lieberman 

DOJ: 

John  Rogovin 

David  Anderson 

John  Dwyer 

Arthur  Goldberg 

Anne  Weisman 
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02/10/94 

OCC: 

Jim  Kamihachl 
John  Carlson 
Wayne  Leiss 
Tom  I;intzas 
David  Nebhut 

A  conference  call  to  discuss  the  amount  of  fees 
•  the  Federal  Banking  Commission  would  be 
required  to  charge  in  order  to  meet  its  costs. 

Treasury: 
Rick  CameU 
Brian  Mathis 

0MB: 

Alan  Rhinesmith 

02/15/94 

OCC: 

Gene  Ludwig 

Treasury: 
Rick  Camell 
Frank  Newman 

0MB: 
Chris  Edley 

White  House 
Counsel: 
Joel  Klein 

DOJ: 

Walter  Dellinger 

NEC: 

Ellen  Seidman 

A  meeting  to  discuss  the  removal  authority  issues 
raised  by  the  consolidation  proposal. 
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02/16/94 

OCC: 

Julie  Williams 

Judy  Walter 

Treasury 
Representatives 

NEC: 

Ellen  Seidman 

OTS: 

Jonathan  Fiechter 
Karen  Solomon 
Carolyn  Lieberman 

OMB.OPM.CEA 

A  meeting  to  discuss  resolution  of  outstanding 
issues,  including  administrative  issues  in  the 
regulatory  consolidation  proposal. 

02/16/94 

OCC: 

Gene  Ludwig 

Trp;isury: 
Frank  Newman 
Rick  Camell 

NEC: 
Bob  Rubin 
Ellen  Seidman 

A  meeting  at  Bob  Rubin's  office  to  discuss  the 
consolidation  proposal. 

02/22/94 

OCC: 

Judy  Walter 
John  Carlson 
Roy  Madsen 

0MB: 

Alan  Rhinesmith 

Alice  Cho 

OTS: 

Bill  Durbin 

Bill  Casey 

A  meeting  at  0MB  regarding  administrative 
issues  concerning  the  consolidation  proposal. 

-13- 


269 


24/94 


OCC: 

John  Carlson 

Treasury: 
Rick  Camell 
Brian  Mathis 

0MB: 
Ken  Ryder 


Conference  call  to  discuss  the  budgetary  scoring 
issues  regarding  agency  consolidation. 
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RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  RIEGLE 
FROM  JONATHAN  L.  FIECHTER 

Q.l.  In  your  testimony  you  asserted  that  the  OTS  is  facing  budget 
problems  due  to  the  continued  shrinkage  in  the  thrift  industry. 
However,  the  Savings  and  Community  Bankers  Association  con- 
tends that,  despite  these  funding  challenges,  the  OTS  remains  ex- 
tremely viable  with  as  much  as  $100  million  in  reserve.  Please 
clarify  the  current  funding  reserve  of  the  OTS  and,  if  the  SCBA 
contention  is  correct,  please  clarify  what  budget  problems  currently 
exist  at  OTS. 

A.1.  SCBA  is  correct  that  OTS  has  reserves.^  As  of  year  end  1993, 
OTS  had  a  cash  balance  of  $89.3  million.  This  is  $5.9  million  less 
than  our  cash  balance  at  the  beginning  of  1993.^  We  are  currently 
operating  at  a  deficit,  and  our  financial  projections  indicate  that  we 
will  continue  to  do  so  for  the  next  3  years. 

As  the  thrift  industry  shrinks,  OTS  revenue  declines.  The  indus- 
try is  shrinking  both  in  terms  of  the  number  of  institutions  and  the 
total  assets  they  hold.  At  the  end  of  1993,  the  industry's  assets  had 
declined  to  about  $804  billion,  from  $1.3  trillion  in  March  of  1990. 
Even  though  we  increased  our  assessment  rate  by  5  percent  in 
1992  and  by  4  percent  in  1993,  OTS  revenues  have  dropped  from 
$228  million  in  1991  to  $184  milHon  in  1993— a  decrease  of  19  per- 
cent over  the  last  2  years.  Financial  projections  through  1996 
project  further  decline.  Industry  assets  are  expected  to  drop  to  $778 
billion,  and  OTS  income  to  approximately  $150  million. 

To  contain  the  size  of  the  deficit  to  the  maximum  possible  extent 
and  to  avoid  imposing  unreasonably  high  assessment  increases  on 
the  industry,  OTS  has  moved  aggressively  to  cut  its  expenses.  Be- 
cause compensation  and  benefit  costs  constitute  over  75  percent  of 
our  annual  budget,  staff  reductions  have  become  an  inevitable  con- 
sequence of  our  attempts  to  curb  expenses  to  offset  declining  reve- 
nues. 

OTS  staff  has  declined  by  46  percent  since  its  high  point  in 
March  of  1990— from  3,442  employees  to  1,850  as  of  March  31, 
1994.  We  expect  to  reduce  the  staff  by  at  least  another  8  percent 
in  1994.  In  addition,  we  have  limited  annual  compensation  in- 
creases. This  year,  the  average  salary  increase  was  2.45  percent. 
No  bonuses  were  paid. 

Thus  far,  we  have  been  able  to  continue  to  fulfill  our  mission  to 
ensure  the  safety  and  soundness  of  the  thrift  industry  despite  these 
massive  staff  cuts  because  we  have  fewer  institutions  to  supervise 
and  because  the  industry's  performance  has  improved  significantly. 
As  of  March  31,  1994,  99  percent  of  the  industry  met  the  FDICIA 
criteria  for  adequate  capitalization  and  93  percent  of  the-  industry 
was  well  capitalized. 

Nonetheless,  the  process  of  reducing  expenses  through  staffing 
cuts  has  been  quite  difficult  for  both  management  andf  staff.  We 


^In  the  interest  of  greater  clarity,  we  have  discontinued  using  the  term  reserves  and  instead 
measure  our  financial  condition  in  terms  of  our  cash  balance  and  our  capital  using  generally 
accepted  accounting  principles  (GAAP). 

*  At  year  end  1993,  OTS's  GAAP  capital  was  $106.5  million.  This  number  reflects  the  account- 
ing requirement,  set  forth  in  Financial  Accounting  Standard  106,  that  we  recognize  a  liability 
for  life  and  health  insurance  for  retirees.  OTS  has  decided  to  terminate  its  current  health  insiu-- 
ance  program,  which  will  enable  us  to  reduce  this  liability  on  a  going-forward  basis,  but  will 
not  eliminate  the  liability  for  current  retirees  and  near-retirees. 
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have  used  a  variety  of  means  (in  addition  to  attrition)  in  order  to 
achieve  the  necessary  reductions,  including  offering  employees  fi- 
nancial incentives  to  retire  or  resign.  In  OTS  regional  offices, 
where  the  majority  of  our  staff  reside,  we  have  found  it  necessary 
to  use  directed  reassignments  and  targeted  reductions  in  force 
(RIF's)  in  order  to  meet  staffing  goals  and  accomplish  the  consoli- 
dation of  twelve  district  offices  into  five  regional  offices.  It  may  be 
necessary  to  implement  a  RIF  in  our  Washington  headquarters  as 
well. 

I  am  particularly  proud  of  the  excellent  work  our  staff  has  done 
given  the  agency's  relentless  downsizing.  But  our  employees  are 
understandably  tired  of  coping  with  a  constant,  long-term  uncer- 
tainty about  whether  they  will  continue  to  have  jobs.  Cutting  staff 
by  10  percent  or  12  percent  every  year  will  eventually  take  its  toll 
on  the  quality  of  supervision  we  are  able  to  provide.  Staff  with  the 
kinds  of  skills  necessary  to  regulate  a  sophisticated  financial  serv- 
ices industry  are  increasingly  reluctant  to  remain  at  an  agency 
that  can  offer  them  no  job  security,  even  in  the  short  term.  If  the 
thrift  industry  continues  to  shrink  at  its  present  rate,  the  OTS 
could  reach  a  point  where  the  quality  of  its  staff  will  deteriorate 
below  an  acceptable  level.  As  I  said  in  my  testimony  before  the 
Committee,  we  simply  cannot  afford  a  repeat  of  the  mid-1980's  sce- 
nario of  a  weak,  understaffed  thrift  supervisory  effort. 

Thus,  I  believe  the  essential  question  is  not  whether  OTS  can  re- 
main solvent.  From  a  strictly  financial  standpoint,  the  agency  is, 
and  will  remain,  a  viable  entity  in  the  near  term.  We  have  the  abil- 
ity both  to  continue  to  downsize  and  to  raise  assessments  on  the 
remaining  OTS-supervised  thrifts.  The  more  compelling  issue  is 
whether  we  can  continue  to  deliver  quality  supervision  at  a  cost 
that  the  industry  can  afford. 


BANKING  INDUSTRY  REGULATORY 
CONSOLIDATION 


THURSDAY,  MARCH  3,  1994 

U.S.  Senate, 
Committee  on  Banking,  Housing,  and  Urban  Affairs, 

Washington,  DC. 

The  Committee  met  in  room  538,  of  the  Dirksen  Senate  Office 
Building  at  10:10  a.m.,  Senator  Donald  W.  Riegle,  Jr.  (Chairman 
of  the  Committee)  presiding. 

OPENING  STATEMENT  OF  CHAIRMAN  DONALX)  W.  RIEGLE,  JR. 

The  Chairman.  The  Committee  will  come  to  order.  Let  me  wel- 
come all  those  in  attendance  this  morning. 

We're  continuing  with  our  series  of  hearings  on  consolidating  the 
bank  regulatory  agencies.  And  this  morning,  we're  pleased  to  wel- 
come representatives  of  the  American  Bankers  Association,  The 
Bankers  Roundtable,  the  Conference  of  State  Bank  Supervisors, 
the  Independent  Bankers  Association,  and  the  Savings  and  Com- 
munity Bankers  of  America,  all  here  to  testify  on  this  issue  of  regu- 
latory consolidation. 

I  want  to  thank  our  witnesses  for  coming  and  say  to  each  of  you 
that  your  associations  have  been  extremely  active  in  criticizing  our 
regulatory  supervisory  system  over  the  past  few  years. 

In  particular,  your  representatives  have  correctly,  I  think,  and 
aggressively  pointed  out  to  us  the  problems  your  industry  faces 
with  respect  to  the  problem  of  duplicative  examinations,  auplica- 
tive  applications,  the  duplication  in  State  regulatory  functions,  and 
in  other  areas  that  you  often  face  under  our  current  supervisory  re- 
gime. 

Your  representatives  have  also  pointed  out  to  us  numerous  other 
regulatory  overlaps  among  our  four  Federal  banking  agencies.  The 
regulatory  consolidation  proposal  that  I've  introduced,  together 
with  Senator  D'Amato,  and  the  separate  proposal  which  has  been 
introduced  by  the  Administration,  are  two  good  faith  efforts  to  ad- 
dress your  concerns. 

I  think  it  is  highly  unfortunate  that  the  Administration's  pro- 
posal has  been  miscast  by  some  as  an  attempt  to  do  away  with  the 
dual  banking  system,  and  that  legislative  efforts  to  consolidate  the 
bank  regulatory  agencies  to  improve  the  overall  efficiency  of  the 
banking  system  and  to  improve  competitiveness  have  been  mis- 
characterized  by  some  others  as  a  diversionary  tactic.  Nothing 
could  be  further  from  the  truth. 

Among  the  clearly  stated  purposes  of  our  current  efforts  are  the 
following: 
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We  want  to  preserve  and  enhance  the  dual  banking  system. 
We're  not  going  to  produce  anything  here  that  would  do  otherwise. 

We  want  to  reduce  the  costs  of  regulating  depository  institutions. 

We  want  to  eliminate  needless  regulatory  burdens,  thus  allowing 
insured  depository  institutions  to  compete  more  effectively  and  to 
better  serve  their  customers. 

We  want  to  eliminate  overlap,  confusion,  and  inconsistency  in  the 
supervision  and  regulation  of  insured  depository  institutions. 

We  want  to  take  better  account  of  differences  among  insured  de- 
pository institutions,  and  in  particular,  the  differences  between 
small,  independent  institutions,  regional  banks,  and  money-cen- 
tered banks  at  the  other  end. 

We  want  to  eliminate  unwarranted  impediments  to  credit  avail- 
ability for  business,  including  small  business,  which  is  a  concern 
of  mine  and  Senator  D'Amato's.  And  also,  we  are  concerned  about 
the  problem  that  consumers  can  have  as  well  with  availability 
of  credit. 

So  I  know  of  no  better  way  to  streamline  and  address  some  of 
the  regulatory  concerns  that  your  various  associations  have 
brought  to  our  attention  than  through  our  current  efforts  to  care- 
fully and  meaningfully  consolidate  the  bank  regulatory  agencies 
into  an  independent.  Federal  Banking  Commission. 

Now,  I  know.  Senator  D'Amato  has  stressed  this  point,  and  I 
want  to  stress  it  with  equal  fervor  today.  The  Federal  Banking 
Commission  has  to  be  independent  and  has  to  be  constructed  in 
such  a  way  that  there  is  no  way  now,  or  at  any  time  in  the  future, 
as  Administrations  come  and  go  and  parties  come  and  go,  that 
there  can  be  any  way  in  which  the  independence  of  a  Federal 
Banking  Commission  is  put  in  question. 

There  are  ways  to  design  it  to  see  that  the  independence  issue 
is  dealt  with,  and  I  want  to  make  sure  that  any  bill  that  comes  out 
of  here  will  deal  with  that  in  a  way  that  is  satisfactory  to  Senator 
D'Amato,  myself,  and  this  Committee. 

I  might  say  that  John  McCoj^  who  is  the  chairman  and  CEO  of 
Bank  One  Corp  in  Columbus,  Ohio,  likens  the  current  regulatory 
system  to,  and  I  quote  him: 

Going  for  a  physical  and  having  four  doctors. 

Or  Kevin  Kelly,  who  is  the  president  of  the  U.S.  Bank  Corp  in 
Portland,  Oregon,  who  has  said: 

We  sometimes  felt  like  we  were  being  reviewed  every  other  week  by  regulators 
with  very  different  agendas. 

Yesterday  here  in  this  room,  we  heard  from  the  Chairman  of  the 
Federal  Reserve  Board,  Alan  Greenspan,  that  he  is  in  80  percent 
agreement  with  the  Administration  on  a  proposal  to  consolidate  the 
bank  regulatory  agencies.  And  we  have  asked  him  to  work  with 
Secretary  Bentsen  to  see  if  we  can't  resolve  the  remaining  issues 
and  come  to  a  common  point  of  view  on  a  proposal  that  will  have 
the  benefits  that  we  seek  and  all  the  safeguards  that  we  need. 

So  we  have  a  unique  opportunity  to  address  this  issue  this  year. 
And  I  want  to  just  say  to  you,  I  think  there's  a  lot  to  be  gained 
for  the  banking  system  if  we  can  do  this  and  do  it  right.  There  are 
moments,  legislatively,  when  you  can  accomplish  things  and  you 
have  to  take  those  opportunities.  The  legislative  window  s  open  and 
there's  a  chance  to  ao  something,  and  then  for  any  number  of  rea- 
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sons,  legislative  windows  can  close  and  a  long  period  of  time  can 
pass  beiore  there's  smother  opportunity  to  do  it. 

I  think  we  have  that  window  open  now,  and  I  think  if  we  work 
closely  together  we  ought  to  be  able  to  take  advantage  of  it  in  a 
constructive  way,  serve  the  public  interest,  strengthen  our  banking 
system,  have  something  that's  good  for  the  customers  and  banks, 
and  strengthen  your  competitive  position. 

With  that,  let  me  yield  to  Senator  D'Amato  and  then  I'll  go  to 
Senator  Moseley-Braun. 

OPENING  STATEMENT  OF  SENATOR  ALFONSE  M.  IKAMATO 

Senator  D'Amato.  Thank  you  verv  much,  Mr.  Chgiirman. 

Let  me  say,  I  am  not  surprised,  out  I  am  heartened,  by  vour  re- 
mark about  the  absolute  necessity  for  independence  in  the  banking 
regulatory  system. 

Mr.  Chairman,  you  and  I  have  worked  veiy  closely  together  and 
we've  joined  together  in  legislation  to  make  it  easier  for  the  banks 
of  America  to  engage  in  their  business,  to  reduce  costs,  paperwork, 
and  unnecessary  regulatory  burden. 

I  don't  think  there's  one  Member  of  this  Committee  that  doesn't 
share  that  objective. 

Having  said  that,  I  have  to  say  that  it's  about  time  that  the  Ad- 
ministration understand  this.  My  confidence  and  the  trust  of  the 
American  people  in  the  independence  of  these  agencies  was  jolted 
last  week  by  revelations  about  the  White  House  interference  with 
the  RTC  investigation  of  Madison. 

And  today,  we  learned  from  the  Washington  Post,  that  there 
have  been  at  least  two  other  previously  undisclosed  meetings  be- 
tween White  House  staff  and  Treasury  at  the  RTC. 

This  time,  the  meetings  were  about  the  criminal  referrals  that 
were  made  to  the  Justice  Department  by  the  RTC.  This  is  incred- 
ible and  shocking. 

Mr.  Chairman,  we  had  people  who  knew  about  these  briefings 
before  the  Committee.  They  were  here.  When  we  asked  Mr.  Altman 
he  said  well,  yes,  he  had  one  meeting.  I  find  it  hard  to  believe  that 
no  one  knew  that  the  General  Counsel  of  Treasury  was  at  two 
other  meetings. 

I  want  to  know  this:  when  there's  a  criminal  referral,  is  it  appro- 
priate for  the  General  Counsel  of  Treasury  to  go,  or  the  Secretary's 
assistant  or  former  assistant  to  go  to  the  White  House  for  a  brief- 
ing? What  was  that  about? 

The  action  that  Senator  Dole  and  I  and  41  of  our  colleagues  took 
in  sending  a  letter  yesterday  evening  to  the  Majority  Leader,  Sen- 
ator Mitchell,  saying  that  we  will  not  go  forward  with  the  Tigert 
nomination,  as  the  head  of  FDIC,  until  and  unless  our  request  to 
have  oversight  hearings  as  it  relates  to  these  matters  is  granted. 

We  can  have  no  confidence  that  she  will  head  up  this  agency 
independently,  given  what  we've  seen  today.  Flagrant  intervention, 
exercise  of  positions  of  power,  and  compromising  independent  agen- 
cies. 

Mr.  Chairman,  in  this  climate  of  concern  about  independence,  I 
was  surprised  to  discover  provisions  in  the  Administration's  bill 
that  would  make  the  proposed  Federal  Banking  Commission  lit- 
erally a  puppet  of  the  White  House. 
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As  I  pointed  out  yesterday,  under  the  Administration's  proposal, 
the  Justice  Department  would  have  complete  control  over  the  new  : 
banking  agency's  litigation  authority.  Now  think  about  that.  That  : 
means,  if  this  proposal  is  enacted,  the  FDIC  in  a  civil  action,  let 
alone  a  criminal  action,  as  it  related — or  criminal  referral  or  civil, 
or  the  RTC,  that  they  would  have  to  get  the  Justice  Department 
to  sign  off. 

What  kind  of  authority  does  that  give  to  the  independent  agen-  : 
cies  when  the  Justice  Department  people  have  all  the  guns  and  all  | 
the  ammunition. 

In  addition  to  requiring  Justice  Department  approval  over  all  ; 
litigation,  the  Administration's  bill  would  prevent  the  new  banking 
regulator  from  even  proposing  a  regulation,  submitting  testimony, 
or  providing  legislative  recommendations  without  prior  approval  of 
the  White  House  Office  of  Management  and  Budget. 

What  kind  of  independence  is  this?  The  Fed  couldn't  come  in 
here  and  give  testimony  without  it  being  cleared  by  the  White 
House. 

You  know,  if  the  Administration's  bill  were  the  law  today,  the 
RTC  could  not  sue  to  recover  money  from  anyone  who  defrauded 
Madison  Savings  &  Loan   without  Justice  Department  approval,    j 
The  FDIC  could  not  testify  about  Whitewater  without  the  blessing  1 
of  the  White  House. 

It's  hard  enough  for  the  American  people  to  learn  the  facts  and 
be  assured  by  the  agencies  that  they  are  applying  the  laws  impar- 
tially under  the  current  law.  But  can  vou  imagine  if  these  agencies 
were  directly  under  the  political  thumb  of  the  White  House? 

How  can  we  expect  the  American  people  to  entrust  Janet  Reno 
to  make  decisions  on  bank  litigation  or  how  can  we  tell  them  that  j, 
Webster  Hubbell,  himself  under  scrutiny  by  his  old  law  firm,  will  il 
make  these  decisions? 

I  believe  in  the  need  to  consolidate  bank  regulatory  agencies,  as 
I've  said  to  you,  Mr.  Chairman,  but  I  believe  more  strongly  in  the 
principle  of  independence.  And  if  the  Administration  does  not  agree 
with  this  principle,  then   I   seriously  doubt  any  legislation  will  i^ 
emerge  from  this  Committee. 

If  the  Administration  does  agree,  then  I'd  be  encouraged  by  some 
of  the  comments  of  the  Chairman  and  the  Secretary  of  the  Treas- 
ury. If  their  idea  of  independence  is  to  put  Janet  Reno  and  Webb 
Hubbell  and  other  Administration  insiders  in  control  of  the  Na- 
tion's banking  system,  I  will  fight  them  tooth  and  nail  and  this  bill 
will  not  come  out  of  Committee.  It  certainly  will  not  pass  on  the 
floor,  and  there  will  be  literally  no  support. 

On  the  other  hand,  Mr.  Chairman,  I  have  to  tell  you  that  if  we're 
talking  about  trulv  independent  regulatory  bodies,  with  the  safe- 
guards that  are  absolutely  necessary,  and  that  I  believe  you  and 
I  and  our  staffs  have  worked  for,  that's  another  matter.  And  I  will 
join  with  you  in  working  to  see  to  it  that  we  will  relieve  the  bank- 
ing industry  of  many  of  these  unnecessary  burdens,  but  under  the 
supervision  of  strong  independent  agencies,  without  intrusion  from 
the  White  House;  be  it  this  White  House,  or  White  Houses  in  the 
future. 

Mr.  Chairman,  I  feel  very  strongly  about  this.  Senator  Dole  does. 
Forty-three  other  Republicans  do.  We  must  find  out  how  it  is  that 
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the  independence  of  regulatory  agencies  have  been  compromised. 
How  seriously  have  they  been  compromised?  It's  difficult  for  us  to 
ascertain. 

That's  why  we  need  these  hearings  to  find  out  just  what  was  dis- 
cussed. I'd  nope  that  any  memos,  minutes,  et  cetera,  that  were 
taken  will  not  be  destroyed.  That  we  not  have  documents  lost,  be- 
cause I  believe  that  in  the  fullness  of  time,  we  will  get  these  hear- 
ings. 

I  believe  that  this  is  not  the  kind  of  thing  that  the  political  spin 
doctors  at  the  White  House  are  going  to  keep  from  taking  place. 

They  can  attack  people  who  bring  this  up,  they  can  attack  the 
messenger.  But  in  the  final  analysis,  I  believe  the  voice  of  the 
American  people  will  demand,  at  the  very  least,  that  these  hear- 
ings take  place  on  who  was  called  in,  how  did  these  meetings  come 
about,  and  what  was  discussed. 

Mr.  Chairman,  I  thank  you  again  for  what  I  have  known  to  be 
something  that  you  feel  strongly  about — regulatory  consolidation. 
Regulatory  consolidation  done  the  right  way,  guarantees  the  inde- 
pendence that  I  think  every  Member  of  this  Committee  will  want 
to  ensure. 

I  thank  you. 

The  Chairman.  Let  me  just  say  on  the  independence  issue,  my 
passion  is  the  equal  of  your  own  on  that  matter.  It's  interesting  be- 
cause we're  talking  about  changing  it  so  that  it  has  the  effect  in 
the  future,  through  whatever  succession  of  Administrations,  and 
we  had  this  issue  come  up  before,  even  in  the  last  Administration. 
There  was  a  regulatory  consolidation  proposal  then,  and  during  the 
Bush  period,  and  it  was  to  put  these  functions  under  the  Treasury 
Department. 

It  was  clear  then,  for  the  very  same  points  you  make  about  inde- 
pendence, that  that  would  not  provide  a  sufficient  degree  of  inde- 
pendence, and  so  that  did  not  move  forward  because  it  had  that 
very  defect. 

And  I  can  give  you  an  assurance,  I  think,  that  we  will  not 
produce  a  bill  here  that  falls  short  in  that  area.  We've  got  to  have 
certifiable,  clear  cut  independence  built  in  in  a  way  that  ensures 
that  you're  going  to  have  the  ability  for  agencies  to  act  and  act 
without  any  question  or  concern  about  any  other  factor. 

I'm  confident  we  can  get  that  done.  I  would  just  say  plainly,  even 
if  you  had  not  made  those  comments  today,  that  my  view  is  the 
same  as  yours  on  that  point.  And  that  is  we  would  not  produce  a 
bill  here  if  it  could  not  address  that  issue  properly.  And  I  think  we 
can. 

We're  of  the  same  mind  on  that  and  I  think  that's  the  view  of 
the  Members  of  the  Committee  on  both  sides  of  the  aisle.  I  don't 
view  it  as  a  partisan  matter,  I  view  it  as  a  non-partisan  matter  and 
to  keep  any  aspect  of  partisanship  out  of  it.  That's  one  of  the  ways 
we  do  it. 

We  want  to  do  it  right  because  we  want  to  get  the  advantages 
of  consolidation  and  streamlining  and  not  having  three  different 
regulators  in  the  same  institution  at  the  same  time  doing  three  dif- 
ferent kinds  of  examinations  against  three  different  kinds  of  stand- 
ards, and  we've  had  that  happen. 
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Yesterday,  I  raised  the  point  of  who's  in  charge  of  regulating  de- 
rivatives. And  there  was  a  long  silence  at  the  table.  We  nad  all  four 
bank  regulators  there.  But  it's  clear  that  nobody  has  really  taken 
the  responsibility  in  this  area. 

These  tough  issues  often  get  pushed  off  onto  a  Committee  and 
then  they  can  rotate  through  a  Committee  for  years  without  resolu- 
tion because  there  isn't  a  point  of  accountability  or  responsibility. 
And  I  think  that's  one  area  where  the  risks  are  growing,  and  our 
regulatory  structure,  to  my  mind,  is  not  sufficient  enough  to  re- 
spond to  it. 

So  I  want  to  make  sure  that  we're  designed  to  deal  with  future 
problems  that  may  arise,  as  well  as  make  sure  we've  done  things 
that  would  handle  problems  we've  seen  in  the  past. 

Senator  Moseley-Braun. 

OPENING  STATEMENT  OF  SENATOR  CAROL  MOSELEY-BRAUN 

Senator  Moseley-Braun.  Thank  you  very  much,  Mr.  Chairman. 

I  am  pleased  to  be  here  this  morning  as  the  Committee  contin- 
ues, hopefully,  its  examination  of  proposals  to  reform  our  system 
of  bank  regulation. 

We  have  a  distinguished  group  of  witnesses  before  us  today,  and 
I'm  particularly  pleased  to  see  Dick  Thomas,  who  is  the  CEO  of  the 
largest  banking  organization  in  my  State  of  Illinois,  the  First  Chi- 
cago Corporation.  He  will  be  giving  the  Committee  the  benefit  of 
his  insights  into  regulatory  consolidation  issues,  and  I  certainly 
look  forward,  and  I  know  the  Committee  looks  forward  to  his  anal- 
ysis and  recommendations. 

Regulatory  consolidation  is  in  part  about  efficiency  and  reducing 
duplication  and  about  improving  accountability  and  regulating  in- 
telligently. But  it  also  has  a  powerful  influence  on  the  ability  of  the 
banking  system  to  meet  the  needs  of  our  economy  in  general  and 
people  and  businesses  in  particular.  It  affects  the  ability  of  the 
banking  system  to  respond  to  changes  in  our  economy  and  in  the 
financial  marketplace.  It  also  affects  the  ability  of  the  banking  sys- 
tem to  innovate  and  to  respond  to  the  needs  of  people,  businesses, 
and  communities. 

And,  of  course,  it's  about  ensuring  the  safety  and  soundness  of 
our  financial  system  and  about  ensuring  that  the  regulatory  struc- 
ture we  establish  has  the  ability  to  quickly  and  effectively  respond 
to  any  financial  crisis  that  may  arise. 

I  support  the  idea  of  regulatory  consolidation.  I  think  the  change 
is  necessary  and  that  that  change,  in  fact,  is  long  overdue. 

Having  said  that,  I  also  think  it  is  important  to  understand 
where  our  financial  system  is  headed  and  what  changes  are  needed 
in  Federal  policies  to  maximize  the  ability  of  our  financial  system 
to  meet  the  needs  of  our  economy  and  of  our  people.  There's  no 
question  that  the  current  regulatory  system  is  showing  the  strain. 
It  is  forced  to  respond  to  change  on  an  ad  hoc  basis  without  clear 
policy  framework.  And  that  is  why  I've  introduced  Senate  1744  to 
help  establish  that  fi^amework.  That's  the  Commission  bill,  Mr. 
Chairman. 

A  framework  based  on  meeting  the  needs  of  economy  and  of  the 
users  of  our  financial  system.  That  does  not  mean,  I  believe,  we 
should  delay  taking  a  first  step  on  regulatory  consolidation  issues 
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now.  But  it  is  important  to  remember  that  if  this  Committee  does 
act  this  year,  our  action  will  only  be  the  beginning,  rather  than  the 
end  of  the  process. 

There  are  new  issues  out  there  that  our  current  regulatory  sys- 
tem did  not  £mticipate.  For  example,  issues  involving  rapidly  grow- 
ing new  products  like  mutual  funds  and,  as  you  mentioned  a  mo- 
ment ago,  derivatives. 

I  also  think  it  is  critically  important  that  our  approach  to  regu- 
latory consolidation  carefully  consider  our  financial  history.  It  is 
very  unlikely  that  if  we  were  designing  our  regulatory  system  from 
scratch,  we  would  design  the  structure  that  we  have  now.  However, 
we  are  not  designing  from  scratch. 

The  consolidation  proposal  we  act  on,  therefore,  should  reflect 
our  history,  should  build  on  the  parts  of  our  system  that  are  work- 
ing well,  and  should  not  in  any  way  weaken  the  ability  of  our  regu- 
latory system  to  forceftilly  and  decisively  respond  in  any  future  fi- 
nancial crises  that  may  arise. 

I  know  that  many  Members  of  this  Committee  have  urged  the 
Federal  Reserve,  the  Treasury  Department,  and  all  of  the  inter- 
ested parties  to  sit  down  together  and  try  to  give  this  Committee 
ioint  recommendations  that  will  resolve  the  controversies  which 
have  emerged  over  the  last  few  months. 

I  strongly  urge  both  Chairman  Greenspan  and  Secretary  Bentsen 
to  sit  down  together  personally  and  to  give  this  Committee  the 
kind  of  joint  recommendations  that  will  enable  us  to  move  forward 
with  a  proposal  that  represents  a  real  consensus  of  views  and  that 
we'll  enjoy  the  kind  of  strong,  public  confidence  and  support  that 
is  so  necessary  in  this  critical^  important  area. 

The  Chairman.  Thank  you  Senator  Moseley-Braun. 

Senator  D'Amato,  before  we  go  to  the  witnesses,  let  me  comment 
on  the  other  matter  you  raised  earlier. 

I  received  a  call  last  evening  from  Roger  Altman  in  reference  to 
the  matters  that  you  discussed,  and  he  called  to  indicate  that  since 
his  testimony  here,  he  had  learned  of  this  other,  earlier  contact  last 
year  about  which  he'd  had  no  knowledge  prior  to  yesterday. 

He  was  obviously  troubled  about  it  and  he  was  calling  to  indicate 
what  he  had  learned  and  asked  that  it  would  be  acknowledged 
today.  He  was  also  intending  to  call  Senator  Bond,  who  had  en- 
gaged him  in  questioning  on  that  issue,  to  cover  that  matter  with 
him.  And  I  imderstand  that  he  did  talk  to  Senator  Bond  last  night. 

He  has  also,  as  you  know,  taken  the  action  to  acknowledge,  in 
a  sense,  an  err  in  judgment  on  his  part,  having  had  the  other  meet- 
ing which  was  the  focus  of  the  discussion  here  that  day.  And  has 
recused  himself.  It's  my  understanding  that,  in  effect,  a  directive 
has  gone  out  that  there  is  not  to  be  any  contact  of  any  kind  relat- 
ing to  this  matter  or  other  matters  that  might  come  up  of  this  sort. 

Obviously,  that's  an  appropriate  thing  to  do.  It  should  have  been 
done  a  long  time  ago.  I  would  think  that  with  respect  to  our  hear- 
ing record  it  is  still  open.  I  think  the  questions  you're  raising  are 
questions  that  obviously  have  answers.  The  answers  should  be  pro- 
vided. And  when  we  have  those,  we  can  decide  at  that  point  what's 
appropriate. 

But  I  think  that  the  fact  that  steps  have  been  taken  to  try  to 
deal  with  that,  I  just  mentioned  to  Senator  Bond,  prior  to  your 
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coming  in,  that  I  had  received  a  phone  call  from  Mr.  Altman  last 
night  with  respect  to  the  fact  that  he  had  learned  yesterday  of  an 
earlier  contact  by  the  Treasury  Department,  and  that  he  was  going 
to  call  you  to  discuss  that  with  you.  And  I  gather  he  probably  did 
so  last  evening,  to  share  with  you  what  he  had  learned. 

I  think  it  is  important  that  these  issues  be  fully  understood. 
There  shouldn't  be  any  doubt  about  what  happened,  nor  should 
there  be  any  doubt  about  the  fact  that  contact  of  that  kind  not  take 
place  in  the  future. 

Senator  Bond.  Mr.  Chairman,  let  me  just  confirm  that  Mr.  Alt- 
man  did  call  me  last  night.  He  did  explain  to  me  that  he  had  not, 
at  the  time,  known  of  the  two  contacts  made  by  the  RTC  in  meet- 
ings with  the  White  House  staif.  I  appreciated  that.  I  think  there 
are  a  number  of  questions  like  that.  We  are  still,  I  believe,  some 
ways  away  from  putting  the  whole  story  together.  Maybe  when  we 
find  out  all  the  details,  there's  no  problem. 

But  I  think  on  an  issue  this  sensitive,  I  have  taken  some  time 
in  this  Committee  to  explore  those  questions  because  I  think  for 
public  confidence  in  this  process  it  needs  to  be  on  the  record,  we 
can  make  our  judgments  and  everybody  else  can  when  it  is  on  the 
record. 

So  I  expressed  my  appreciation  to  Mr.  Altman  for  getting  back 
to  me.  There  have  been  some  other  testimony  by  members  of  the 
Administration  before  us  today  that  do  not  quite  square  with  what 
I've  heard  previously.  And  I  intend  to  follow  up,  at  least  to  find  out 
what  happened.  Whether,  in  fact,  there  was  anything  amiss  or  not, 
I  do  not  know,  but  I  have  received  conflicting  stories  on  their  testi- 
mony and  other  things  I've  learned  elsewhere. 

Senator  D'Amato.  If  I  might,  Mr.  Chairman, 

The  Chairman.  Let  me  just  say,  Senator  D'Amato,  then  I'll  yield 
to  you,  Mr.  Altman  has,  as  you  know,  asserted  here  that  everything 
was,  in  terms  of  the  actual  information  that  was  discussed  and  so 
forth,  proper  and  straightforward.  But  I  think  you're  quite  cer- 
tainly within  your  rights  to  want  to  have  those  questions  asked 
and  answered,  and  they  will  be. 

Senator  D'Amato.  Mr.  Chairman,  let  me,  because  you  very  gra- 
ciously have  responded  as  it  relates  to  attempting  to  satisfy  the 
record,  satisfy  ourselves,  and  satisfy  the  American  people,  by  sug- 
gesting we  could  submit,  since  the  record  is  open,  written  questions 
to  Mr.  Altman.  But  it  is  obvious  to  this  Senator  that  there  are 
questions  that  go  well  beyond  Mr.  Altman  and  maybe  go  beyond 
his  knowledge  and  his  ability  to  answer. 

There  would  be  questions  that,  for  example,  would  have  to  be 
asked  of  the  General  Counsel,  Jean  Hanson.  How  she  could  permit 
the  Deputy  Secretary  to  make  the  statement  that  he  made,  that 
there  was  only  one  meeting,  when  she  was  aware  that  there  were 
two  others. 

Let  me  suggest  and  let  it  be  known,  I  did  not  trap  in  this  Com- 
mittee and  the  Republicans  did  not  trap  Deputy  Secretary  Altman. 

The  evening  before,  I  gave  him  a  heads-up  when  I  returned  his 
phone  call.  I  told  him  that  tomorrow  we  would  be  asking  about  any 
contacts  with  the  White  House.  That's  why  he  had  a  statement  pre- 
pared. 
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Now  he  probably  conferred  after  I  spoke  to  him,  on  the  evening 
before  his  testimony,  with  his  staff.  And  I'd  be  absolutely  surprised 
if  he  didn't  speak  to  his  General  Counsel.  I  can't  believe  that  she 
would  not  have  advised  him — and  if  she  didn't,  they're  playing  it 
pretty  fast  and  loose — that  she  had  participated  in  at  least  two 
other  meetings. 

And  Fve  got  to  ask  the  question,  and  I  think  it  has  to  be  asked, 
how  was  it  that  a  meeting  between  the  General  Counsel  and  the 
White  House  took  place  as  it  related  to  a  criminal  referral? 

That  is  absolutely  unconscionable.  What  business  was  it  of  the 
White  House,  or  Mr.  Nussbaum?  Was  Maggie  Williams  there? 
Were  the  rest  of  the  spin  doctors  there?  This  is  incredible.  We're 
talking  about  a  possible  criminal  referral  and  here  she  is  going 
over  to  brief  them. 

Now  if  they  have  their  own  lawyers,  their  lawyers  can  make  con- 
tact with  the  various  agency  lawyers  as  is  done  with  everyone  else. 
But  they  didn't  go  over  once — they  went  over  twice.  And  this  Com- 
mittee was  led  to  believe,  I  believe  in  fairness,  that  there  was  only 
one  meeting. 

Now  there  was  Secretary  Bentsen  here  while  this  testimony  was 
coming  out,  and  we  learned  from  a  newspaper  account  that  appar- 
ently his  now-assistant,  formerly  Mr.  Altman's  assistant,  was  at 
least  at  one  if  not  both  of  these  meetings.  And  yet  nobody  made 
an  attempt  to  correct  the  record  during  that  procedure. 

There  are  too  many  questions  that  have  to  be  asked,  not  of  Mr. 
Altman,  but  of  all  of  those  who  have  participated  at  the  meeting 
and  now  at  least  three  meetings.  And  that  is  absolutely  essential. 

So  while  Mr.  Altman  may  have  given  us  his  best  information,  it's 
obvious  that  Jean  Hanson  should  be  brought  before  the  Committee. 
And,  by  the  way,  this  will  in  no  way  impede  the  Office  of  the  Spe- 
cial Counsel.  We're  attempting  to  find  out  how  it  is  that  these 
meetings  were  set  up.  We  don't  want  to  speak  to  any  of  the  partici- 
pants in  Whitewater-Madison.  We're  not  looking  for  documents. 
But  we  do  want  to  know  what,  if  anything,  has  been  done  by  the 
White  House  to  interfere  with  the  independence  of  a  regulatory 
body  charged  with  ascertaining  whether  or  not  there  is  any  kind 
of  liability,  civil  or  otherwise. 

I  think  that's  why,  Mr.  Chairman,  the  response  that  you  gave  to 
us  did  not  go  far  enough.  I  appreciate  that  you  said  that  if  it  fails 
to  answer  all  of  the  necessary  questions,  you  would  then  review  it. 
But  I  thought  I  would  share  with  you  why  43  of  my  colleagues 
have  felt  that  we  have  to  go  further,  and  there  should  be  these 
hearings. 

And  I  thank  the  Chair. 

The  Chairman.  Gentlemen,  you've  been  very  patient,  and  I  think 
we'll  get  started  with  our  witnesses. 

Did  you  have  an  opening  comment  you  wanted  to  make  on  the 
substance  of  today's  hearing? 

OPENING  COMMENT  OF  SENATOR  CHRISTOPHER  S.  BOND 

Senator  Bond.  Mr.  Chairman,  believe  it  or  not,  I  have  an  open- 
ing comment  that  goes  to  the  substance  of  the  hearing. 
[Laughter.] 
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I  want  to  lay  it  out  as  a  predicate  because,  this  is  a  real  change 
of  pace,  and  I  will  ask  questions  based  on  this  later  on,  to  see  if 
we're  all  playing  on  the  same  field.  I  appreciate  your  giving  the 
issue  of  bank  regulatory  consolidation  so  much  time.  The  hearings 
are  helpful. 

I  think  we  are  at  the  point  where  most  witnesses  agree  on  the 
following  things.  And  I'd  like  to  pursue  this  to  see  if  we're  all  to- 
gether on  this  point. 

No.  1,  the  status  quo  is  unacceptable. 

No.  2,  there  should  be  no  single  Federal  regulator. 

No.  3,  we  must  preserve  the  dual  banking  system. 

No.  4,  we  must  ensure  political  independence  of  the  new  agency. 

No.  5,  there  should  be  one  regulator  per  banking  organization. 

No.  6,  the  OCC  and  the  OTS  should  be  merged. 

No.  7,  the  proposal  must  reduce  costs  and  regulatory  burden  to 
the  banking  industry. 

And  No.  8,  the  Federal  Reserve  should  maintain  a  role  in  bank- 
ing supervision  and  regulation, 

I  think  that  most  of  the  witnesses  agree  on  these  points.  If  you 
don't,  I'd  like  to  know  where,  and  I  believe  the  Fed  agrees  with 
most  of  the  points  and  the  Treasury  agrees  with  most  of  the  points. 
I  think  if  we  can  narrow  it  down  to  find  out  which  of  those  we  dis- 
agree on,  we  can  move  forward,  at  least  with  some  of  those  basic 
principles. 

Thank  you  very  much  for  allowing  me  the  time  for  the  opening 
statement. 

The  Chairman.  Well,  I  think  that's  important.  I  appreciate  those 
points. 

We're  going  to  start,  and  go  right  down  the  table.  Let  me  intro- 
duce our  witnesses  and  then  we'll  call  them  in  order  as  we  go, 

Mr,  Howard  McMillan,  Jr,,  who  is  here  on  behalf  of  the  .^mierican 
Bankers  Association;  Mr.  Richard  Thomas,  who  is  here  on  behalf 
of  The  Bankers  Roundtable;  Mr,  James  Gilleran  who  is  here  on  be- 
half of  the  State  Bank  Supervision  Conference;  and  Mr.  John  Shiv- 
ers, who  is  here  on  behalf  of  the  Independent  Bankers  Association 
of  America. 

Mr.  David  Holland  was  scheduled  to  be  here  today,  but  he  is  un- 
able to  be  here  and  we  have,  in  his  place,  delayed  by  the  weather, 
Mr.  Alfred  Pollard,  who  is  Director  of  Government  Relations  for  the 
Savings  and  Community  Bankers  of  America,  and  he  will  present 
Mr.  Holland's  testimony. 

Gentlemen,  what  I'd  like  to  do  today,  with  your  permission,  is 
we'll  make  your  full  statements  a  part  of  the  record,  and  I  would 
like  you  to  summarize,  as  pointedly  as  you  can.  I'm  sure  you've  had 
some  flavor  of  our  earlier  discussions. 

I  think  what  Senator  Bond  has  just  said  is  a  very  useful  con- 
struction for  today's  testimony  and  questions  and  answers.  And  so 
to  the  extent  that  you  can  come  in  on  those  points,  I  think  that 
would  be  very  useful. 

So,  Mr.  McMillan,  we'd  like  to  hear  from  you  first. 
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STATEMENT  OF  HOWARD  L.  McMILLAN,  JR.,  PRESIDENT  AND 
COO,  DEPOSIT  GUARANTY  NATIONAL  BANK,  JACKSON,  MS, 
ON  BEHALF  OF  THE  AMERICAN  BANKERS  ASSOCIATION 

Mr.  McMillan,  Thank  you,  Mr.  Chairman.  I'm  pleased  to  be 
here  this  morning  to  present  the  ABA's  views  on  regulatory  consoli- 
dation. 

I  congratulate  you  and  Senator  D'Amato  for  your  leadership  role 
in  highlighting  some  of  the  problems  that  we  face,  and  for  provid- 
ing us  a  forum  for  thorough  discussion  of  these  issues. 

We  look  forward  to  working  with  the  Committee,  the  regulators, 
and  the  Administration  in  finding  a  workable  structure  to  improve 
and  streamline  the  banking  examination  and  supervision  process. 

There  are  a  number  of  very  thorny  issues  that  must  be  ad- 
dressed, a  lot  of  problems  that  have  to  be  worked  out,  and  ABA's 
membership  is  willing  to  roll  up  its  sleeves  and  really  go  to  work 
on  these  issues  with  you. 

Senator  Bond,  if  we  were  to  start  from  scratch  to  design  a  regu- 
latory system,  I  am  sure  it  would  not  look  anything  like  what  we 
have  today. 

Mr.  Chairman,  as  you  mentioned,  I  think  we  all  agree  that  we 
would  not  have  four  Federal  regulators  examining  the  same  bank- 
ing organizations  to  see  that  they  are  in  compliance  with  the  same 
set  of  banking  laws.  This  regulatory  overlap  means  that  banking 
organizations  spend  an  inordinate  amount  of  time  sorting  out  and 
complying  with  the  regulatory  interpretations  of  different  agencies. 
Between  multiple  safety  and  soundness  and  compliance  exams, 
many  bankers  are  inundated  with  large  numbers  of  examiners  all 
the  time. 

In  addition  to  multiple  exams,  any  actions  that  require  regu- 
latory approval,  such  as  branching  or  acquisitions,  are  also  com- 
plicated by  the  need  to  deal  with  multiple  Federal  agencies.  I'll  give 
you  an  example.  My  holding  company  is  a  two-bank  holding  com- 
pany. We're  examined  by  the  Fed  at  the  holding  company  level.  We 
have  two  national  banks  that  are  examined  by  the  OCC.  And  the 
FDIC  comes  in  to  review  our  deposit  structure. 

We  have  an  investment  subsidiary  that's  examined  by  NASDA, 
by  the  OCC,  and  the  SEC,  all  three  very  much  overlapping  and  re- 
dundant type  examinations. 

As  I  travel  around  the  country  in  my  role  with  the  ABA,  I  talk 
to  many,  many  small  bankers  who  find  this  a  very  significant  prob- 
lem. They  have  large  numbers  of  examiners  in  their  banks  back  to 
back  almost  all  the  time. 

One  interesting  situation  was  in  a  Midwest  small  bank,  with  8 
to  10  employees.  They  had  two  different  groups  of  examiners  in 
their  bank  at  one  time.  Both  groups  were  in  there  for  about  3 
weeks.  They  had  to  go  to  their  local  church  to  borrow  chairs  and 
tables  to  accommodate  the  examiners.  The  parking  lot  was  filled 
with  examiners'  cars  and  customers  couldn't  get  in  to  do  business. 
So  that's  the  sort  of  thing  they're  running  into. 

Maintaining  four  separate  examination  forces  at  the  Federal 
level  is  an  expensive  exercise  in  redimdancy.  The  difficulty  and  ex- 
pense of  having  four  Federal  regulators  negotiate  virtually  every 
regulation  and  guideline  should  not  be  under-estimated. 
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As  you  know,  the  banking  industry  pays  the  bill  for  its  examina- 
tions. And  as  bankers,  we  nave  a  strong  interest  in  ensuring  that 
the  system  be  as  efficient  and  cost-effective  as  possible. 

While  the  current  regulatory  structure  has  many  shortcomings, 
it  also  has  many  desirable  features  that  work  well  and  should  be 
preserved.  And  as  two  of  you  have  mentioned,  first  and  foremost 
is  the  dual  banking  svstem. 

This  country  has  the  most  diverse  and  competitive  banking  sys- 
tem in  the  world,  and  the  dual  banking  system  is  a  key  reason  for 
this. 

Many  things  that  are  commonplace  in  our  banking  system  today 
are  a  dfirect  result  of  innovations  at  the  State  level.  NOW  accounts, 
variable  rate  mortgages,  even  interstate  banking  on  which  this 
Committee,  just  last  week,  took  a  significant  action,  owe  their  be- 
ginning to  State  bank  regulators. 

Furthermore,  improvements  in  examination  techniques,  exam- 
iner training,  and  bank  regulations  have  resulted  from  the  dual 
banking  system. 

Mr.  Chairman,  we  do  not  believe  the  creativity  of  the  dual  bank- 
ing system  can  survive  with  a  single  Federal  regulator. 

In  addition  to  protecting  the  dual  banking  system,  there  are  a 
number  of  criteria,  some  of  which  have  been  mentioned,  against 
which  any  consolidation  proposal  should  be  judged. 

The  proposal  must  result  in  significant  cost  savings  and  less  reg- 
ulatory duplication.  Consolidation  of  agencies  must  not  lead  to  a 
merger  of  the  Deposit  Insurance  Fund. 

The  proposal  snould  include  credit  unions.  Bank  regulation  and 
supervision  should  be  as  independent  as  possible  from  political 
pressures,  and  the  relationship  between  banking  and  the  Federal 
Reserve  in  promoting  economic  stability  and  conducting  monetary 
policy  should  be  preserved. 

If  banks  are  to  fulfill  their  role  as  providers  of  credit  and  other 
vital  financial  services,  they  must  be  free  to  respond  to  market  con- 
ditions. They  must  not  be  subjected  to  pressures  of  political  credit 
allocation.  We  believe  that  an  independent  regulatory  system  is  the 
best  way  to  ensure  that  safety  and  soundness  are  not  compromised. 

We  look  forward  again  to  working  with  this  Committee,  the  regu- 
lators, and  the  Administration  to  identify  ways  in  which  we  can 
make  improvements  in  the  existing  regulatory  system.  We  appre- 
ciate your  leadership,  and  we'll  be  glad  to  try  to  answer  any  of  your 
questions. 

Thank  you. 

The  Chairman.  Very  good.  Thank  you  for  your  comments. 

Mr.  Thomas,  we'd  like  to  hear  from  you  now. 

STATEMENT  OF  RICHARD  L.  THOMAS,  CHAIRMAN  AND  CEO, 
FIRST  CHICAGO  CORPORATION,  CHICAGO,  IL,  ON  BEHALF 
OF  THE  BANKERS'  ROUNDTABLE 

Mr.  Thomas.  Mr.  Chairman,  Senator  Bond,  Senator  Moseley- 
Braun,  I  am  Richard  Thomas,  Chairman  and  CEO  of  First  Chicago 
Corporation,  headquartered  in  Chicago,  and  I'm  appearing  today  on 
behalf  of  The  Bankers  Roundtable,  which  was  formed  in  mid- 1993 
by  the  merger  of  the  Association  of  Reserve  City  Bankers  and  the 
Association  of  Bank  Holding  Companies. 
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The  Roundtable  membership  is  composed  of  the  Nation's  major 
banking  companies.  The  membership  is  composed  of  the  highest 
rginking  executives  of  those  companies,  and  our  member  companies 
hold  approximately  70  percent  of  the  Nation's  commercial  deposits 
and  employ  almost  1  million  people. 

I  will  summarize  my  comments  in  light  of  the  earlier  discussion. 

First  Chicago  Corporation  is  subject,  as  a  holding  company,  to 
the  regulation  and  supervision  of  the  Federal  Reserve  Board 
through  the  Federal  Reserve  Bank  of  Chicago. 

Two  of  our  largest  subsidiaries  are  national  banks,  regulated  and 
supervised  by  the  Office  of  the  Comptroller  of  the  Currency.  The 
third  subsidiary  is  a  bank  holding  company  supervised  by  the  Fed, 
with  banking  subsidiaries  supervised  by  the  OCC.  All  these  banks 
are  also  subject  to  supervision  by  the  Federal  Deposit  Insurance 
Corporation  which  insures  the  deposits  they  maintain. 

In  addition,  we  are  involved  in  several  other  businesses  which, 
because  of  banking  law,  must  be  conducted  through  nonbanking 
subsidiaries  and  these  are  regulated  by  a  variety  of  other  regu- 
lators. 

As  the  Chief  Executive  Officer  of  a  large  and  diversified  banking 
company,  I  obviously  have  a  keen  interest  in  the  issue  of  bank  reg- 
ulatory reform.  As  important  as  this  issue  may  be,  however,  the 
issue  of  fundamental  and  comprehensive  reform  of  the  banking  sys- 
tem itself  is  even  more  important.  And  that  issue  should  logically 
be  addressed  before  any  reform  of  the  bank  regulatory  structure  is 
undertaken.  But  having  said  that,  it's  clear  that  the  current  bank 
regulatory  structure  is  unnecessarily  complicated,  redundant,  and 
duplicative. 

The  membership  of  The  Bankers  Roundtable  believes  that  there 
are  changes  that  can  and  should  be  made  to  streamline  the  Federal 
banking  regulatory  and  supervisory  system  and  make  it  more  re- 
sponsive to  the  regulatory  and  competitive  challenges  facing  bank- 
ing today.  And  we  believe  this  can  be  done  while  still  maintaining 
the  safety  and  soundness  of  the  system. 

The  Bankers  Roundtable  believes  that,  as  with  interstate  bank- 
ing, the  time  has  come  to  reform  our  Federal  banking  regulatory 
and  supervisory  structure.  Consequently,  the  Roundtable  seeks  to 
work  with  the  Committee,  with  the  Administration,  and  with  the 
banking  regulators  to  develop  a  workable  plan. 

Reform  of  the  regulatory  structure  is  important  for  two  major 
reasons.  First,  we  believe  reform  can  and  should  give  the  Federal 
banking  agencies  the  flexibility  to  adapt  to  the  changes  underway 
in  the  marketplace,  and  to  facilitate  a  much  needed  modernization 
of  the  banking  industry  in  the  near  future. 

Second,  refom\  of  tne  bank  regulatory  system  is  an  important 
step  because  there  has  been  a  virtual  explosion  in  compliance  re- 
quirements where  banking  dictated  by  laws,  such  as  the  Financial 
Institutions  Reform,  Recovery,  and  Enforcement  Act  in  1989, 
FIRREA,  and  the  Federal  Deposit  Insurance  Corporation  Improve- 
ment Act  of  1991,  FDICIA,  we  are  literally  drowning  in  paper 
work,  forms,  and  reports  flowing  from  these  laws  that  serve  no  use- 
ful purpose  but  which  add  tremendously  to  the  cost  of  doing  busi- 
ness. 
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As  a  first  step  toward  reshaping  the  current  banking  regulatory 
and  supervisory  structure,  The  Bankers  Roundtable  has  estab- 
lished a  set  of  principles  that  reflect  our  memberships'  concerns 
and  objectives. 

And  by  the  way,  Senator  Bond,  we  totally  agree  with  the  7  or  8 
or  9  points  that  you  made  earlier;  total  agreement  on  that. 

I've  already  stated  our  first  principle,  which  is  that  the  status 
quo  is  unacceptable,  and  that  we  welcome  this  effort  by  the  Com- 
mittee to  crafl  a  new  structure. 

Second,  the  Roundtable  believes  that  significant  administrative 
efficiencies  can  be  achieved  through  regulatory  reform,  and  we 
hope  that  it  may  be  possible  for  all  of  the  parties  involved,  the  Con- 
gress, the  Administration,  the  regulators,  and  the  industry,  to  work 
together  to  find  ways  of  achieving  these  efficiencies.  And  our 
Roundtable  looks  forward  to  participating  in  that  process. 

Third,  we  believe  that  reform  of  the  Federal  banking  regulatory 
and  supervisory  system  should  lead  to  reduced  costs  in  banking 
regulation,  while  improving  the  effectiveness  of  the  bank  regu- 
latory and  supervisory  system. 

Fourth,  we  believe  that  the  Federal  banking  regulatory  and  su- 
pervisory system  should  be  revised  in  a  way  that  ensures  an  appro- 
priate balance  between  the  surviving  Federal  agencies  and  our  sys- 
tem of  State  and  Federal  regulation. 

Fifth,  we  think  there  should  be  a  continuing  role  for  State  bank 
supervisors,  for  the  Comptroller  of  the  Currency  or  a  new  successor 
Federal  Banking  Commission,  and  for  the  Federal  Reserve. 

And  finally,  as  per  the  discussion  this  morning,  we  believe  very 
strongly  that  any  new  bank  regulatory  agency,  in  both  its  design 
and  its  operation,  should  be  insulated  from  political  forces  to  the 
maximum  extent  possible. 

The  Bankers  Roundtable  commends  to  the  Committee  Members 
these  important  principles,  which  I  think  are  consistent  with  those 
that  were  enumerated  earlier  by  Senator  Bond. 

With  the  principles  that  we  have  outlined  in  mind,  I'd  like  to  ad- 
dress their  implications  for  some  of  the  key  elements  of  the  regu- 
latory reform  proposals  now  under  consideration. 

First,  like  others,  we  think  it  is  clear  that  the  Office  of  Thrift  Su- 
pervision should  be  merged  with  the  OCC,  to  form  a  new  independ- 
ent Federal  Banking  Commission.  Indeed,  we  believe  there  is  near 
if  not  complete  unanimity  on  the  desirability  of  this  step. 

There  should  not  be  a  merger,  however,  of  the  Bank  Insurance 
Fund  and  the  Savings  Association  Insurance  Fund. 

Another  step  we  think  that  clearly  is  desirable  and  we  think 
most  others  also  recognize  to  be  desirable  is  the  removal  of  the 
FDIC  from  its  current  role  as  primary  Federal  supervisor  of  State 
nonmember  banks.  This  would  eliminate  the  inherent  conflict  of  in- 
terest that  the  FDIC  currently  faces  as  both  a  regulator  and  an  in- 
surer. 

The  FDIC's  regulatory  and  supervisory  authority  should  be  re- 
duced to  back  up  authority  in  troubled  or  failing  institution. 

In  moving  beyond  these  initial  two  steps,  however,  we  recognize 
there  is  less  agreement  on  what  should  be  done  to  restructure  the 
regulatory  process.   Nonetheless,  there   may  be   some  additional 
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areas  where  real  progress  could  be  made  and  where  agreement 
may  now  be  achievable. 

Clearly,  duplication  and  redundancy  of  examinations  by  regfu- 
latory  agencies  should  be  eliminated.  A  logical  step  in  this  direction 
would  be  to  ensure  that  each  bank  holding  company  and  its  sub- 
sidiaries be  primarily  responsible  to  only  one  Federal  banking 
agency  with  examination  and  supervisory  authority. 

The  appropriate  roles  for  the  principal  Federal  banking  agencies, 
as  well  as  for  State  agencies,  also  need  to  be  addressed.  These  mat- 
ters, however,  are  highly  complex  and  require  careful  analysis, 
given  the  nature  of  the  U.S.  system  of  State  and  nationally  char- 
tered banks  and  all  of  the  history  that  is  behind  that. 

We  believe  there  should  be  a  continuing  role  for  both  the  Federal 
Reserve  and  a  new  Federal  Banking  Commission  in  banking  regu- 
lation and  supervision.  The  Federal  Reserve  should  retain  its  cur- 
rent role  as  the  rulemaking  authority  for  the  bank  holding  com- 
pany. The  Federal  Reserve  should  also  have  regulatory  responsibil- 
ity for  a  sufficiently  large  number  of  representative  banks  to  enable 
it  to  carry  out  its  roles  in  monetary  policy,  the  economy  and  the 
payment  system  most  effectively. 

Finally  and  certainly  not  to  be  ignored  in  the  present  debate  is 
the  crucial  issue  of  a  single  Federal  regulator.  Our  membership 
feels  very  strongly  that  there  are  major  problems  and  disadvan- 
tages of  such  an  approach.  We  think  other  steps  could  be  taken 
short  of  that  which  would  represent  real  progress,  real  progress  we 
should  be  able  to  make  now,  and  I  hope  we  do. 

Finally,  while  the  Roundtable's  members  are  anxious  to  see 
progress  made  in  the  area  of  regulatory  consolidation,  we  believe, 
as  noted  earlier,  that  an  even  more  important  step  is  the  mod- 
ernization of  the  basic  laws  under  which  our  Nation's  financial  in- 
stitutions operate. 

As  is  the  case  with  our  current  regulatory  structure,  these  laws 
were  crafted  at  another  time  to  address  another  set  of  problems. 
Just  as  our  regulatory  structure  is  out  of  date  and  ill-suited  to  to- 
day's marketplace,  so  too  are  the  Bank  Holding  Company  Act  and 
the  Glass-Steagall  Act. 

We  would  hope,  therefore,  that  the  Committee  would  not  lose 
sight  of  the  need  for  appropriate  changes  in  our  basic  banking 
laws.  For  example,  we  would  urge  the  Committee  to  streamline  the 
procedures  for  bank  holding  companies  to  engage  in  new,  non- 
banking  activities,  to  create  a  standard  for  permissible  nonbanking 
activities  that  acknowledges  the  integration  of  financial  markets 
that  has  taken  place,  the  impact  of  technology  and  new  competitive 
realities,  and  to  revise  the  cross-marketing  rules  to  enable  institu- 
tions to  market  products  and  services  more  efficiently  and  effec- 
tively to  customers. 

Thank  you  for  the  opportunity  to  appear  here  today. 

The  Chairman.  Thank  you,  Mr.  Thomas. 

Mr,  Gilleran. 
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STATEMENT  OF  JAMES  E.  GILLERAN,  SUPERESTTENDENT  OF 
BANKS  FOR  THE  STATE  OF  CALIFORNIA,  SAN  FRANCISCO, 
CA,  ON  BEHALF  OF  THE  CONFERENCE  OF  STATE  BANK  SU- 
PERVISORS 

Mr.  GiLLERAN.  Thank  you,  Mr.  Chairman,  Senator  Bond,  Senator 
Moseley-Braun. 

I  am  Superintendent  of  Banks  for  the  State  of  California,  but 
today  I  am  representing  all  of  the  superintendents  and  commis- 
sioners in  the  United  States  as  Chairman  of  the  Conference  of 
State  Bank  Supervisors.  CSBS  is  the  professional  association  of 
State  officials  that  charter,  examine,  supervise,  and  regulate  nearly 
7,700  State  banks. 

State  banks  continue  to  lead  other  types  of  depository  institu- 
tions in  all  measures  of  safety  and  soundness,  such  as  capital  ra- 
tios, and  they  also  have  lower  failure  rates.  State  banks  have  an 
aggregate  capital  ratio  of  8.14  percent.  This  rate  compares  favor- 
ably to  the  7.8  percent  capital  ratio  of  national  banks. 

Only  41  banks  failed  in  1993.  Failed  State  banks  made  up  18  of 
this  total.  This  brings  the  failure  rate  for  State  banks  below  the  V4 
of  1  percent  mark,  the  lowest  it's  been  in  10  years.  We  have  no  rea- 
son to  believe  that  the  downward  trend  in  State  bank  failures  will 
not  continue. 

Throughout  the  turbulent  1980's,  fewer  State  banks  failed  and 
those  that  did  fail  cost  the  FDIC  less  then  their  federally-chartered 
counterparts. 

The  current  Treasury  proposal  to  restructure  the  Federal  bank- 
ing agencies  will  destroy  the  dual  banking  system.  For  this  reason, 
CSBS  is  opposed  to  the  proposal  in  its  current  form. 

We've  reviewed  the  changes  offered  by  the  Treasury  Department 
earlier  this  week.  While  we  believe  that  these  changes  were  a  good 
faith  effort  to  address  some  of  the  States'  concerns,  they  do  not  ad- 
dress the  central  flaws  of  the  plan. 

The  main  feature  of  the  Treasury  plan  is  a  single  Federal  regu- 
lator for  all  banks,  both  national  and  State.  The  plan  places  the 
Federal  oversight  of  State-chartered  banks  with  the  same  agency 
that  charters  and  regulates  national  banks. 

We  are  concerned  that  the  institutional  bias  of  the  Federal  char- 
tering agency  will  eliminate  all  the  flexibility  inherent  in  the  State 
banking  system.  We  do  not  believe  there  is  an  effective  legislative 
or  structural  protection  against  the  Federal  chartering  agency  pre- 
ferring the  institutions  it  charters  over  State  institutions. 

If  State  banks  are  subjected  to  Federal  oversight  by  the  same 
agency  that  charters  national  banks,  the  viability  of  the  State  bank 
charter  will  be  eliminated  and  the  dual  banking  system  will  cease 
to  exist. 

This  feature  of  the  Treasury  plan  violates  the  first  of  the  7  cri- 
teria that  CSBS  identified  that  any  restructuring  plan  must  satisfy 
if  the  dual  banking  system  is  to  be  preserved.  We've  outlined  all 
7  in  our  written  materials. 

In  the  interests  of  time,  however,  I'd  like  to  highlight  2  of  the  7. 
It  is  important  to  note  that  all  7  are  equally  important.  Any  re- 
structuring plan  must  meet  all  7  criteria  or  it  will  severely  damage 
the  dual  banking  system. 
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Any  new  regulatory  system  must  not  impose  new  fees  on  State- 
chartered  banks.  Currently,  both  State  banks  and  national  banks 
pay  two  fees.  The  first  is  a  fee  to  the  respective  chartering  agency. 
The  second  is  deposit  insurance  premiums  paid  to  the  FDIC.  Any 
new  regulatory  scheme  must  not  result  in  an  additional  fee  on 
State  institutions.  This  new  fee  is  simply  a  discriminatory  tax  on 
State  chartering. 

Also,  any  new  regulatory  system  must  provide  real  choice  be- 
tween State  and  Feoeral  charters.  In  order  to  maintain  the  benefits 
of  the  dual  banking  system,  the  decision  of  what  charter  to  operate 
under  must  entail  the  weighing  of  different  advantages  and  dis- 
advantages. 

If  the  exact  same  rules  apply,  and  are  administered  by  the  exact 
same  agency,  no  choice  exists.  The  same  rules  also  mean  a  one- 
size-fits-all  approach  that  does  not  take  into  account  the  vast  dif- 
ferences in  local  needs.  Without  a  real  choice,  the  dynamic  that 
provides  innovation  in  supervision  and  acts  as  a  check  on  excesses, 
is  destroyed.  The  State  charter  will  be  in  name  only. 

Protecting  the  dual  banking  system  should  be  one  of  your  key  ob- 
jectives in  any  restructuring  issue  and  I'm  delighted  to  see  that  it 
is  in  yours,  Senator  Bond.  It  is  the  one  issue  on  which  everyone 
agrees,  we  think.  What  is  it  about  the  dual  banking  system  that 
makes  it  so  important?  We  believe  it  is  the  orientation  of  the  State 
banking  system  on  the  needs  of  the  local  communities. 

Job  creation  and  economic  development  are  critical  issues  in  vir- 
tually all  communities.  States  can  be  more  responsive  and  flexible 
in  meeting  local  needs  for  credit  and  other  financial  services.  This 
produces  innovations  in  both  bank  services  and  supervision  that 
can  be  incorporated  in  other  States  or  nationwide,  if  needed. 

In  addition,  the  majority  of  State  banks  are  community  banks. 
This  allows  State  regulators  and  other  policymakers  to  focus  on  the 
ability  of  community  banks  to  meet  the  needs  of  small  business 
and  to  help  foster  economic  growth. 

Another  critical  objective  for  any  restructuring  proposal  is  pro- 
tecting the  deposit  insurance  system.  The  Treasury  plan,  and  most 
of  the  other  restructuring  proposals  being  considered,  results  in  a 
significant  reduction  in  the  role  of  the  FDIC  in  examining  and  su- 
pervising banks. 

This  reduction  in  the  FDIC's  current  role  and  this  responsibility 
under  a  new  structure  requires  careful  study.  We  are  concerned  the 
role  of  the  FDIC  has  been  lost  in  the  debate  of  the  other  issues  sur- 
rounding regulatory  restructuring. 

Due  to  a  variety  of  circumstances,  the  FDIC  may  not  be  in  a  po- 
sition to  be  as  effective  or  at  least  as  loud  an  advocate  as  the  other 
interested  parties  in  this  debate.  Having  just  survived  a  substan- 
tial threat  to  the  solvency  of  the  Bank  Insurance  Fund,  it  would 
be  a  tragedy  to  place  the  deposit  insurance  funds  at  risk  in  an  ef- 
fort to  clean  up  an  organization  charter. 

The  taxpayer  must  ultimately  bear  any  mistake  made  in  reduc- 
ing the  FDIC's  authority.  Because  of  the  situation  at  the  FDIC,  and 
the  potential  direct  impact  on  the  taxpayers,  it  falls  to  the  Mem- 
bers of  this  Committee  to  put  more  emphasis  on  this  question.  We 
urge  you  to  study  the  impact  of  reducing  the  FDIC's  role  carefully 
and  to  act  with  great  caution. 
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In  considering  restructuring  the  Federal  banking  agencies,  it  is 
important  to  keep  in  mind  that  bank  regulation  is  unique.  The 
power  of  bank  regulators  exceeds  that  of  Government  officials  that 
regulate  other  industries. 

In  manv  cases,  the  due  process  protections  that  shield  other  in- 
dustries from  regulatory  excess  are  not  present  in  bank  regulation. 
The  absence  of  these  protections  requires  another  mechanism  to 
prevent  abuse.  Providing  a  real  choice  between  bank  charters  is,  in 
our  opinion,  the  best  substitute. 

CSBS  urges  you  not  to  adopt  a  restructuring  plan  that  will  dam- 
age the  dual  banking  system.  We  believe  that  the  Treasury  pro- 
posal, with  its  single  Federal  regulator,  is  badly  flawed  and  will 
undoubtedly  achieve  this  result. 

We  appreciate  the  time  and  effort  you  have  dedicated  to  this 
issue  of  restructuring  and  urge  you  to  continue  to  strive  for  a  work- 
able restructuring  plan. 

Thank  you. 

The  Chairman.  Mr.  Shivers. 

STATEMENT  OF  JOHN  SHIVERS,  CHAIRMAN,  PRESIDENT,  AND 
CEO,  SOUTHWEST  BANK,  FORT  WORTH,  TX,  ON  BEHALF  OF 
THE  INDEPENDENT  BANKERS  ASSOCIATION  OF  AMERICA 

Mr.  Shivers.  Thank  you,  Mr.  Chairman,  Senator  Bond,  Senator 
Moseley-Braun. 

I  am  chairman  and  president  of  Southwest  Bank  in  Fort  Worth, 
Texas.  I'm  also  President  of  the  Independent  Bankers  Association 
of  America.  We  appreciate  the  opportunity  to  testify. 

There  are  three  basic  problems  from  your  eight,  Senator  Bond, 
that  we  particularly  want  to  be  used  to  evaluate  any  proposal. 

They  are  the  preservation  of  the  dual  banking  system,  the  pres- 
ervation of  the  Federal  Reserve's  role  in  bank  regulation,  and  the 
preservation  of  a  choice  in  regulators. 

The  single  agency  approach  would  imperil  the  dual  banking  sys- 
tem. A  single,  monolithic  Federal  regulator  that  is  also  the 
charterer  of  national  banks  would  have  a  built-in  bias  toward  na- 
tional banks  and  against  State  charters  and  the  innovations  they 
have  brought.  This  would  destroy  the  dual  banking  system. 

The  Federal  Reserve  needs  to  remain  a  bank  regulator  for  sev- 
eral reasons.  Most  importantly,  having  two  hands-on  regulators 
preserves  vital  checks  and  balances.  Having  a  single,  unchecked 
regulator  can  lead  to  catastrophic  results.  This  was  clearly  illus- 
trated by  the  way  in  which  the  Federal  Home  Loan  Bank  Board 
handled  the  S&L  debacle. 

Second,  it  is  critical  that  the  Federal  Reserve  regulate  banks  of 
all  sizes.  Our  banking  system  is  made  up  of  vastly  divergent  sizes 
and  types  of  banking  entities.  If  the  Fed  does  not  have  access  to 
all  sectors  of  the  banking  industry,  it  will  not  have  a  hands-on 
grasp  of  the  whole  economy,  and  will  be  unable  to  properly  carry 
out  its  role  of  monetary  policy. 

For  example,  most  community  banks  are  involved  in  agricultural 
lending  or  are  situated  in  areas  where  the  local  economy  is  heavily 
tied  to  agriculture.  The  Federal  Reserve  gets  critical  information 
about  the  agricultural  economy  from  these  community  banks  that 
is  not  readily  available  elsewhere. 
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Third,  when  banks  become  too  risk  adverse  because  of  fear  of 
regulatory  action,  a  credit  crunch  is  induced.  Because  a  monoHthic 
Federal  regulator  would  have  a  narrow  point  of  view  with  regard 
to  its  duties,  i.e.,  safety  and  soundness,  and  since  it  would  have  no 
broader  economic  responsibilities,  it  would  tend  to  push  for  too  lit- 
tle risk  in  the  system. 

The  Federal  Reserve,  because  it  also  has  macroeconomic  respon- 
sibilities, must  balance  the  risk  with  the  need  for  adequate  credit. 

Fourth,  the  Federal  Reserve  needs  hands-on  experience  and 
interaction  with  the  banking  industry  to  effectively  manage  mone- 
tary policy  and  deal  with  financial  crises.  This  requires  much  more 
information  than  the  financial  condition  of  a  bank  at  a  particular 
point  in  time.  The  Federal  Reserve  knows  how  individual  banks  op- 
erate in  the  marketplace,  what  they  do,  and  how  the  Fed  can  work 
with  them  to  reach  the  necessary  results. 

Proponents  of  a  single  regulator  criticize  delays  when  the  bank- 
ing agencies  work  to  adopt  uniform  rules.  However,  having  more 
than  one  regulator  brings  innovation,  new  and  diverse  ideas,  and 
a  flexibility  to  consider  alternatives. 

The  preservation  of  choice  in  a  Federal  regulator  is  important  for 
banking.  Banks  cannot  and  should  not  be  allowed  to  change  regu- 
lators to  escape  enforcement  actions.  The  issue  is  not  allowing 
banks  to  choose  the  most  lenient  regulator;  it  is  giving  banks  the 
option  to  deal  with  the  unreasonable  and  bad  regulator. 

Single  regulator  advocates  say  that  there  are  single  regulators 
for  all  other  industries.  This  argument  ignores  the  fact  that  bank- 
ing is  the  only  industry  where  Federal  regulation  is  so  pervasive 
as  to  affect  all  aspects  of  the  business  and  where  the  Federal  ad- 
ministrative enforcement  power  is  so  pervasive  and  powerful.  Mem- 
bers of  his  Committee  probably  do  not  fully  realize  the  power  that 
regulators  have  over  banks. 

The  Nation's  governors  agree  with  the  IBAA  on  this  important 
point.  Governor  Branstad  of  Iowa,  writing  on  behalf  of  the  Nation's 
governors,  has  written  that  "any  legislation  should  allow  for  banks 
to  make  a  choice  as  to  which  Federal  regulator  is  in  their  best  in- 
terest." 

There  are  overlaps  and  inefficiencies  in  the  current  system.  The 
enormous  overregulation  in  the  current  system  will  only  be  re- 
solved if  Congress  changes  the  laws  triggering  this  overregulation. 
Congress  does  not  have  to  create  a  single  Federal  Banking  Com- 
mission to  provide  that  every  banking  institution  should  be  exam- 
ined by  only  one  Federal  regulator. 

The  IBAA  believes  that  the  only  regulatory  consolidation  that  is 
necessary  and  should  be  undertaken  is  the  merger  of  the  OTS  and 
the  OCC.  Unfortunately,  no  powerful  voice  has  urged  the  mainte- 
nance of  an  FDIC  with  a  substantial  primary  examination  author- 
ity over  State-chartered  banks.  We  still  hope  that  an  FDIC  cham- 
pion will  emerge  on  this  Committee.  Until  this  happens,  we  are 
talking  about  a  two-regulator  system  at  the  Federal  level. 

The  Administration^  proposal  would  have  the  Secretary  of  the 
Treasury  on  the  Board  of  a  monolithic  Federal  Banking  Commis- 
sion. This  would  inject  the  political  process  much  too  deeply  into 
the  bank  regulatory  process.  The  terms  of  the  Board  members  are 
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too  short  and  too  close  to  the  terms  of  the  President  to  ensure 
meaningful  independence. 

If  this  Committee  does  authorize  a  Federal  Banking  Commission 
of  more  limited  scope,  we  strongly  recommend  a  board  with  a  dif- 
ferent structure  and  substantially  different  terms. 

In  conclusion,  I'd  like  to  say  that  there  is  merit  to  considering 
some  changes  in  the  Federal  bank  regulatory  scheme.  However, 
any  changes  should  be  made  in  consonance  with  the  IBAA's  three 
main  principles.  The  preservation  of  the  dual  banking  system,  pres- 
ervation of  the  Federal  Reserve's  role,  and  preservation  of  choice. 

To  act  otherwise  raises  the  real  possibility  of  seriously  harming 
the  safety  and  soundness  of  a  system  that  has  served  this  country 
and  its  citizens  well  for  a  long  period  of  years. 

The  diversified  regulatory  structure  of  the  United  States  mirrors 
the  diversity  of  the  industry.  A  consolidated  regulatory  system 
would  lead  to  a  further  consolidation  of  the  industry.  We  should 
not  emulate  other  regulatory  systems,  such  as  Japan,  Germany, 
Canada,  and  the  U.K.,  which  all  have  vastly  different  and  consoli- 
dated banking  structures. 

I  thank  you,  Mr.  Chairman,  and  I'll  answer  any  questions. 

The  Chairman.  Mr.  Pollard. 

STATEMENT  OF  DAVID  F.  HOLLAND,  CHAIRMAN  AND  CEO, 
BOSTON  FEDERAL  SAVINGS  BANK,  MA,  ON  BEHALF  OF  THE 
SAVINGS  &  COMMUNITY  BANKERS  OF  AMERICA,  AS  MADE 
BY  ALFRED  POLLARD,  DIRECTOR  OF  GOVERNMENT  RELA- 
TIONS FOR  THE  SAVINGS  &  COMMUNITY  BANKERS  OF 
AMERICA 

Mr.  Pollard.  Thank  you,  Mr.  Chairman. 

I'm  Alfred  Pollard,  Director  of  Government  Relations  for  the  Sav- 
ings &  Community  Bankers.  I  apologize  that  Mr.  Holland  could  not 
be  here,  but  the  weather  in  the  northeast  made  that  impossible 
today. 

Thank  you  for  the  opportunity  to  testify  and  for  your  leadership 
in  this  important  area,  and  I  welcome  the  opportunity  to  appear 
before  you  and  Senator  Bond  and  Senator  Moseley-Braun. 

Our  position,  at  the  outset,  is  that  SCBA  supports  bank  agencv 
restructuring.  Whether  a  merger  of  the  GTS  and  the  OCC  or  broad- 
er consolidation,  legislation  must  address  more  than  a  mere  admin- 
istrative merger.  Greater  specifics  need  to  be  provided  to  support 
such  a  change. 

Key  elements  of  restructuring  must  include  specificity  on  regu- 
latory independence,  impact  on  the  dual  banking  system,  demon- 
strable cost  savings,  and  maintaining  professional  expertise  dealing 
with  diverse  charter  types. 

Focused,  professional,  cost-effective  supervision  in  a  regulatory 
framework  that  recognizes  the  new  competitive  environment  are 
essential  goals. 

In  reviewing  proposed  changes,  the  Congress  I  know  is  aware 
that  much  of  the  re^latory  burden  is  grounded  in  the  law,  not  just 
the  independent  action  of  regulators. 

U.S.  banking  needs  law  and  regulation  geared  to  the  21st  Cen- 
tury, not  just  to  the  Depression  era.  The  law  must  be  consistent 
with  the  needs  of  a  banking  business  that  is  confronting  new  and 
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more  potent  competitors,  foreign  and  domestic,  many  of  whom  are 
unre^lated  or  less  reg^ulated,  and  many  from  overseas. 

This  is  taking  place  in  a  far  broader  economic  and  geographic  en- 
vironment than  that  for  which  the  current  system  was  designed. 

SCBA  finds  the  various  proposals,  such  as  S.  1633,  H.R.  1214,  the 
new  Administration  proposal,  and  the  Federal  Reserve's  extensive 
comments  yesterday  to  be  valuable  starting  points  for  discussion. 

It  is  SCBA's  position  that  a  number  of  questions  should  be  an- 
swered in  order  for  us  to  endorse  any  of  the  current  initiatives.  We 
look  forward  to  working  with  this  Committee  in  that  goal. 

Moving  to  a  single  regulatory  framework,  if  presented  in  isola- 
tion, would  not  have  the  support  of  SCBA  because  standing  alone 
as  an  administrative  merger,  the  measure  does  not  provide  enough 
substantive  relief  to  merit  disruption  of  the  current  system. 

SCBA  supports  a  comprehensive  approach  that  ad.dresses  all  in- 
sured depositories,  and  I  see  no  rational  basis  for  failing  to  include 
supervision  of  the  Nation's  12,000  credit  unions  who  are  marketing 
a  full  range  of  banking  services. 

Our  overall  concepts  are  as  follows: 

SCBA  supports  Federal  regulatory  restructuring^  that  addresses 
the  basic  issues  of  differing  legal  regimes,  accountmg,  examination 
and  enforcement  approaches,  high  overhead  costs,  and  produces  a 
streamlined,  competent  and  efficient  regulatory  structure  and  staff. 

SCBA  will  support  regulatory  restructuring  that  does  not  dimin- 
ish the  dual  banking  system  and,  indeed,  banking  agency  restruc- 
turing should  be  an  opportunity  to  enhance  the  strength  and  utili- 
zation of  the  flexibility  and  resources  of  State-chartering  authori- 
ties. 

Finally,  SCBA  feels  that  an  independent  regulatory  structure,  re- 
moved as  much  as  possible  from  short-term  political  considerations, 
is  in  the  best  interest  of  the  financial  system. 

For  our  membership,  Mr.  Chairman,  the  impetus  for  action  is 
twofold.  One  is  the  status  of  the  Office  of  Thrift  Supervision,  and 
the  other  is  one  of  premium  disparity. 

First,  it  is  clear  that  the  Office  of  Thrift  Supervision  faces  a 
funding  challenge.  While  there  are  problems,  OTS  remains  viable 
and  appears  to  have  as  much  as  $100  million  in  reserve. 

SCBA  welcomes  review  of  an  OTS/OCC  merger  that  meets  with 
long-term  goals  set  forth  above.  In  line  with  our  earlier  views,  con- 
solidation limited  to  these  two  agencies  still  must  be  undertaken 
with  consideration  of  more  than  just  an  administrative  merger. 

Attention  must  be  paid  to  consolidation  of  legal,  accounting  and 
examination  functions  as  well  as  differential  regulation  under  such 
a  new  structure  where  different  charter  types  coexist  within  the 
same  regulatory  jurisdiction. 

The  OCC  has  not  had  experience  with  saving  institution  charter 
forms,  given  its  intense  focus  on  the  national  bank  charter,  nor 
would  a  Federal  Banking  Commission  have  had  experience,  as  does 
the  FDIC,  with  State-chartered  banks. 

Second,  and  far  more  significant  in  dollar  terms  to  our  industry 
than  any  savings  from  regulatory  restructuring  is  the  looming  pre- 
mium disparity  between  BIF  and  SAJF  insured  institutions. 

The  Committee  is  familiar  with  this  issue  of  a  substantial  dispar- 
ity which  would  affect  the  availability  of  credit  and  its  pricing. 
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which  was  raised  during  the  recent  RTC  funding  legislation  and  in 
recent  responses  to  questions  from  the  FDIC  nominees.  This  dis- 
parity is  detailed  in  my  written  testimony.  And  Congress  should 
ensure  that  any  restructuring  proposals  do  not  adversely  impact  or 
delay  consideration  of  this  critical  issue. 

SCBA  believes  that  S.  1633,  by  the  Chairman  and  Senator 
D'Amato,  provides  the  vehicle  necessary  to  advance  regulatory  re- 
structuring. The  key  now  is  to  provide  additional  substance  to  the 
proposal.  The  bill's  call  for  a  Federal  Banking  Commission,  basi- 
cally provides  for  an  independent  regulator,  and  SCBA  fully  sup- 
ports this  objective. 

SCBA  would  welcome  discussion  of  improvements,  such  as  the 
Administration  proposal  for  someone  experienced  with  State  regu- 
lation to  sit  on  the  Commission  Board. 

SCBA  notes  that  the  Administration  and  the  Federal  Reserve 
and  following  your  admonitions  yesterday,  continue  to  discuss  the 
role  of  the  Board.  SCBA  feels  it  would  be  prudent  to  permit  the 
Federal  Reserve  to  retain  supervision  over  large  bank  holding  com- 
panies involved  in  the  payments  system  in  a  significant  way,  and 
which  are  active  players  in  the  monetary  process,  particularly  as 
primary  dealers. 

As  to  the  dual  banking  system,  SCBA  urges  the  Committee  to 
look  to  explicit  enhancements  in  the  role  of  State-chartering  agen- 
cies while  retaining  clear  Federal  oversight,  such  as  where  the 
Government  must  protect  insurance  funds. 

We  support  stronger  Federal  endorsement  of  the  role  of  State- 
chartering  institutions.  Deposit  insurance  concerns  should  not  im- 
pede the  full  utilization  of  State  supervisory  resources  and  avoid- 
ance of  costly  and  duplicative  Federal  intervention.  Some  specific 
suggestions  are  in  my  written  testimony. 

Funding — How  the  Banking  Commission  will  be  funded  obviously 
is  of  interest,  both  in  absolute  terms  of  costs,  and  as  well  as  the 
impact  on  different  charter  types  and  on  the  dual  banking  system. 
We  recommend  further  clarification  of  the  funding  mechanism  and 
suggest  that  the  possible  route  of  FDIC  providing  for  examination 
expenses  be  given  consideration. 

An  item  which  has  not  been  mentioned  extensively,  but  is  very 
important  to  SCBA,  is  the  item  of  personnel  and  retention  of  pro- 
fessional expertise.  SCBA  members  value  a  well-trained,  stable, 
and  professional  regulatory  staff.  Expertise  built  up  over  years  of 
dealing  with  different  charter  types  should  not  be  lost  in  a  restruc- 
turing. 

The  retention,  in  addition,  of  personnel  familiar  with  different 
charters  must  be  part  of  reorganization  planning. 

And  finally,  on  single  versus  multiple  regulators,  SCBA  would  re- 
serve judgment  for  now  for  the  reasons  provided. 

We  look  forward  to  working  with  you  as  you  continue  evolution 
of  this  proposal  and  answering  many  of  the  questions  that  were 
produced  both  by  this  Committee  and  by  Senator  Bond  today. 

Thank  you. 

The  Chairman.  Gentlemen,  thank  you  for  your  comments. 

I  want  to  review  our  recent  history  and  weed  through  what  all 
of  you've  been  saying  in  one  degree  or  another.  And  I  want  to  ad- 
dress this,  Mr.  Thomas,  to  you,  as  much  as  to  anybody  at  the  table. 
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I  was  thinking,  as  you  were  talking,  where  did  FIRREA  come  from? 
It  just  didn't  arrive  on  a  space  ship  from  another  planet.  It  was  the 
result  of  the  savings  and  loan  collapse. 

It's  interesting,  if  you  go  back  and  look  at  the  savings  and  loan 
collapse,  which  a  Feaeral  Thrift  Commission  did,  a  group  of  impar- 
tial people  looked  at  it,  and  they  found  multiple  causes.  Part  of  it 
being  the  interest  rate  mismatch  problem  with  fixed  mortgages  and 
the  spike  up  in  interest  rates  in  the  early  part  of  the  1980  s. 

But  interestingly,  and  I  want  to  have  you  really  focus  on  this  fact 
for  a  minute,  and  you  particularly,  Mr.  Gilleran,  after  we  finished 
working  through  that  problem,  and  the  S&L  bailout,  standing  be- 
hind the  Federal  Deposit  Insurance  pledge  is  going  to  cost,  in  direct 
dollars,  about  $125  billion.  That's  without  the  interest.  You  throw 
those  in  on  top,  and  this  number  gets  much,  much  larger. 

However,  for  the  moment  let  us  work  with  $125  billion  figure.  As 
we  got  into  it,  it  turned  out  that  70  percent  of  the  $125  billion, 
came  from  State-chartered  institutions  in  two  States;  Texas  and 
California. 

But,  what's  interesting  to  me,  and  as  we  went  through  the  dif- 
ficulty of  figuring  out  how  to  respond  to  the  problem,  and  taxpayers 
who  were  irate  to  find  out  that  all  of  a  sudden  they  were  on  the 
hook  for  a  $125  billion  check  that  had  to  be  written,  it  was  because 
the  State  charters  in  two  States  became  so  expansive.  Expansive 
charters  that  were  based  on  the  foundation  of  Federal  deposit  in- 
surance, that  when  those  charters  did  not  work  out  properly,  and 
there  were  major  losses  to  be  taken,  the  losses  were  not  covered  by 
the  States  who  granted  the  powers;  those  losses  were  passed  right 
through  the  States  up  to  the  Federal  level  and  right  into  the  De- 
posit Insurance  Fund.  And  because  the  insurance  fund  was  quickly 
made  insolvent,  you  had  a  situation  where  taxpayers  had  to  step 
in. 

We  have  had  a  recent  experience  where  State-chartered  institu- 
tions relying  on  Federal  deposit  insurance  got  off  the  reservation 
to  such  an  extent  that  it  caused  far  and  away  the  lion's  share  of 
the  losses  in  the  savings  and  loan  system.  In  fact,  I  would  charac- 
terize it  this  way.  If  you  could  take  that  part  of  the  problem  away, 
if  you  could  subtract  out  that  70  percent  of  the  problem,  you'd  have 
a  problem  of  a  very  different  magnitude.  Still  a  big  problem,  but 
at  least  one  or  two  or  three  orders  of  magnitude  less. 

So  we  thought  about  that  for  a  long  time  as  we  crafted  FIRREA. 
How  do  we  preserve  the  dual  banking  system?  Because  I  think  it's 
valuable,  I  tnink  it  needs  to  be  there,  and  we  want  to  have  it,  and 
our  bill  attempts  to  preserve  it.  We're  going  to  make  sure  we  do 
preserve  it  with  the  bill  that  finally  comes  out  of  here. 

But  how  do  we  handle  the  anomaly  of  State  charters  if  we  take 
the  savings  and  loan  case  where  two  States  went  so  far  that  they, 
in  effect,  almost  singlehandedly  broke  the  national  system?  Should 
we  disconnect  Federal  deposit  insurance? 

Maybe  the  States  ought  to  insure  for  charters  that  are  quali- 
tatively different  than  the  Federal  system.  I  mean,  you  can  start 
to  see  the  problem.  A  problem  of  wanting  it  both  ways,  by  saying, 
leave  us  alone  to  do  what  we  want  to  do  at  the  State  level,  however 
broadly  or  narrowly,  but  nevertheless,  we  want  to  be  in  the  Federal 
Deposit  Insurance  system.  And  if  something  goes  haywire,  don't 
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look  to  us,  the  States,  to  cough  up  the  money  to  fix  the  problem 
even  in  our  own  State  boundaries. 

I  can  tell  you  this.  If  Texas,  for  example,  had  had  to  pay  roughly 
50  percent  of  the  cost,  which  is  what  they're  responsible  for  in  the 
savings  and  loan  losses,  for  the  State-chartered  institutions  that 
went  down  the  drain  in  their  State,  I  don't  know  what  they  would 
have  done.  They  would  have  gone  into  insolvency  and  they'd  be 
paying  for  this  for  the  next  150  years. 

Some  people  feel  that  they  should  have  taken  the  responsibility 
for  that.  That,  in  fact,  this  was  an  accident  waiting  to  happen  and 
it  did.  And  why  should  the  Federal  taxpayer  be  the  person  who 
pays  for  the  mistake  in  judgment  by  the  State-chartering  institu- 
tions in  Texas. 

It's  a  fair  question.  It's  one  of  those  questions  that  sort  of  defies 
a  single  answer  today,  looking  back  on  it. 

Interestingly,  in  the  banking  system,  the  State-chartered  banks 
actually  have  a  better  record  than  the  federally-chartered  banks,  if 
you  look  at  the  problems  radiating  through  the  banking  system. 

So  you've  got  overlapping  and  adjacent  time  periods,  experiences 
that  are  quite  different.  Again,  as  you  try  to  draw  a  policy  lesson 
out  of  this  to  say,  well,  wait  a  minute,  how  do  we  want  to  structure 
this  system  in  the  future  so  we  get  the  pluses  and  not  the  minuses. 

We  want  to  be  able  to  have  enough  latitude  and  flexibility  at  the 
State  level  for  the  dual  banking  system  to  work.  If  somebody  comes 
up  with  a  concept  of  NOW  accounts  or  things  of  that  kind,  we  want 
to  have  enough  latitude  so  that  we  can  make  these  product  adapta- 
tions and  develop  these  things. 

On  the  other  hand,  I  can  tell  you  this.  Just  sitting  on  this  Com- 
mittee and  representing  the  country,  I  don't  think  the  Federal  tax- 
payers want  to  write  another  check  for  $125  billion  when  some  part 
of  the  financial  system  goes  in  the  tank  because  somebody  was 
asleep  at  the  switch. 

Because  either  the  State  charters  were  excessive  in  some  cases, 
or  the  regulatory  apparatus  was  too  slow  to  respond,  or  there  was 
too  much  forbearance  for  too  long,  and  then  all  of  a  sudden  every- 
body wakes  up  and  there's  a  gigantic  problem. 

I  would  say  that  problem  is  even  haunting  the  banking  system 
right  now.  I  would  say  that  there  are  elements  of  FIRREA  that  you 
may  find  onerous  that  in  part  are  born  out  of  the  experience  of  the 
S&L  situation,  because  that  was  a  very  costly  problem.  And  I  think 
we  really  have  to  learn  from  it.  We  have  to  learn  from  it  in  terms 
of  figuring  out  how  we  take  that  experience  while  it's  still  fresh 
and  bring  it  into  this  banking  consolidation  effort. 

Now  the  question  of  whether  there  should  be  one  regulator  or 
two  is  a  very  important  question,  because  we're  sort  of  trying  to 
think  that  one  through.  You  all  have  thought  about  it  and  you've 
brought  your  position  here  today. 

You  can  also  see  some  of  the  problems  in  that  question.  That  by 
regulator  shopping  you  can  get  a  competition  of  laxity.  You  can  also 
get  a  certain  amount  of  conflict. 

For  example,  we  don't  have  two  SEC's.  If  you  want  to  go  out  and 
raise  money  in  the  securities  markets  as  a  public  company  you  go 
to  the  Securities  and  Exchange  Commission.  We've  managed  to 
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structure  that  over  time  in  a  way  which  seems  to  meet  the  needs 
of  the  country. 

We've  got  very  innovative  financial  markets.  They're  thought  to 
be  probably  the  most  innovative  in  the  world  today.  But  there's  a 
single  regulator. 

Now  you  can  argue  how  that's  structured  and  the  number  of 
members  and  the  length  of  the  terms  and  so  forth.  But,  you  know, 
one  might  say,  well,  if  you've  got  to  have  two  bank  regulators,  why 
shouldn't  we  have  two  SEC's? 

Or  take  the  Federal  Communications  Commission.  Is  one  enough 
or  should  we  have  two?  If  we're  going  to  have  two,  well,  why  not 
5  or  7  or  some  other  number.  I  mean,  is  there  something  magic 
about  having  the  two  or  a  combination  of  something  more  than  one. 

There's  a  study  that's  been  done  by  an  outfit  called  Towers 
Perrin,  and  they  did  a  survey  among  banks,  very  interesting  the 
way  they've  done  this  survey,  because  they  surveyed  bank  CEO's, 
and  then  the^  surveyed  bank  board  members,  and  they  got  some 
interesting  differences  in  responses,  depending  upon  whos  where 
in  a  banking  organization. 

But  one  of  the  interesting  questions  that  they  asked  was  a  ques- 
tion with  respect  to  how  many  regulators  should  there  be.  In  the 
analysis  and  study  that  they  did,  they  did  this  in  1993,  they're  an 
international  consulting  firm  currently  serving  587  financial  insti- 
tutions, and  in  their  survey,  where  they  asked  CEO's  and  bank 
board  chairmen  and  directors  of  U.S.  banks  with  assets  of  $1  bil- 
lion or  more,  whether  they  believed  the  regulatory  jurisdiction 
should  be  rationalized  and  integrated  into  a  single,  well-managed 
structure,  the  numbers  came  back  that  66  percent  thought  that 
that  should  be  done.  That  there  should  be  a  single  regulator  as  op- 
posed to  two  regulators.  But  is  that  the  critical  difference  that 
we're  left  with  here?  Does  that  matter,  whether  we  have  one  or 
two? 

It  sounds  to  me  like  on  most  every  other  question,  in  terms  of 
having  a  regulator  that  would  go  from  top  to  bottom  in  a  banking 
organization,  the  other  things  that  are  on  Senator  Bond's  list  are 
things  we've  tried  to  build  into  the  legislation.  Essentially,  I  think 
we're  pretty  close  to  an  answer  here  if  we  can  somehow  work  our 
way  through  the  question  of  whether  we  need  two  or  one  in  the 
way  of  bank  regulators. 

I'd  like  a  brief  comment  and  reaction  to  that  from  any  one  of  you. 

Mr.  GiLLERAN.  Yes,  Mr.  Chairman.  As  far  as  the  savings  and 
loan  losses  are  concerned,  I  share  your  desire,  as  a  taxpayer,  not 
to  go  through  it  again.  I  must  tell  you  that  in  California  and  in 
Texas 

The  Chairman.  And  I  should  say — let  me  just  interrupt — ^you 
took  over  in  California  in  1989.  I  was  looking  at  your  background 
here,  so  I  want  to  say  that  for  the  record.  You  were  not  the  fellow 
in  charge  during  the  period  of  time  that  most  of  that  was  happen- 
ing. So  the  record  will  reflect  that. 

Mr,  GiLLERAN.  Thank  you  very  much.  That  shows  your  fairness 
to  point  that  out. 

However,  I'd  like  to  point  out  that  in  neither  Texas  nor  Califor- 
nia, was  savings  and  loan  supervision  ever  part  of  the  organization 
that  supervised  the  banks.  Banking  regulation,  both  in  Texas  and 


298 

in  California,  and  across  the  Nation,  as  far  as  the  States  are  con- 
cerned, has  always  been  different  in  the  savings  and  loan  industry. 

One  of  the  major  differences  is  the  fact  that  you  had  a  single  reg- 
ulator in  the  savings  and  loan  industry  that  was  also  the  insurer. 
That  set  a  pattern  of  very  bad  practices,  including  the  establish- 
ment of  regulatory  accounting  principles  that  were  so  vastly  dif- 
ferent from  generally  accepted  accounting  principles  that  these  sav- 
ings and  loans  were  made  to  look  like  they  had  equity  when  they 
had  none. 

So  at  the  root  of  the  problem — and  I  agree  with  you  that  the 
problem  is  complex  and  there  were  many  causes — but  that  was  a 
major  cause  to  have  this  one  monolithic  regulator,  I  think  it  should 
be  instructive  to  use  what  happened  there  in  the  guidance  for  what 
to  do  in  the  banking  industry. 

As  far  as  your  comment  on  two  SEC's,  I  think  that  also  is  some- 
thing I'd  like  to  react  to,  because  of  the  fact  we  really  have  over 
50  SEC's.  Every  State  has  its  own  Blue  Sky  Laws.  Every  State  has 
the  right  to  grant  the  issuance  of  securities. 

The  Chairman.  Well,  that's  true  in  banking  today  too. 

Mr.  GiLLERAN.  That's  right.  I  am  the  Securities  Commissioner  for 
State  banks  in  California,  and  I  grant  the  permission  to  sell  securi- 
ties. So  we  have  many  different  SEC's  in  this  country. 

The  Chairman.  But  you  do  in  banking  as  well.  I  mean,  that  the 
substructure  is  roughly  equivalent  on  both  sides.  The  question  is 
in  terms  of  a  Federal  regulatory  structure,  do  you  need  two,  or  can 
one  do  it,  or  do  you  need  some  number  greater  than  one? 

The  SEC  has  foimd  that  it  can  function  on  the  broad  national 
level  with  one. 

Mr.  GiLLERAN.  As  Chairman  Greenspan  pointed  out  yesterday, 
there  are  many  organizations  that  relate  to  the  securities  markets. 

The  Chairman.  There  are  in  banking.  I  didn't  point  that  out  to 
him  yesterday,  but  I  well  might  have.  But  you're  an  illustration  of 
that  point.  You're  out  there,  in  a  sense,  in  the  non-Federal  struc- 
ture in  one  of  the  50  States,  and  I  mean  there's  a  robust  banking 
structure  beneath  the  Federal  level  across  the  country. 

Mr.  GiLLERAN.  I  tried  to  point  out,  in  my  testimony,  sir,  that  the 
banking  industry  is  different  because  of  the  fact  that  the  bank  reg- 
ulation is  different  than  other  types  of  agency  regulation  in  this 
country.  We  have  absolute  life  and  death  control  over  a  financial 
institution  and  there  is  no  real  argument  about  it  when  we  take 
action. 

The  Chairman.  But  here's  the  difference — Federal  Deposit  Insur- 
ance. That's  what  makes  banking  and  the  thrift  industry  fun- 
damentally different.  And  that's  because  we  put  the  taxpaver  on 
the  line  and  we've  just  seen  a  situation  where  the  taxpayer  nad  to 
step  up  to  the  plate  and  write  a  very  big  check  as  a  result  of  that. 

Moreover,  we  got  a  situation  where  the  Bank  Insurance  Fund 
had  a  negative  balance  within  the  last  2  years.  Now,  fortunately, 
that's  turned  around,  the  last  report  was  we've  got  a  positive  bal- 
ance of  $13  billion. 

But  the  previous  report  was  that  we  had  a  negative  balance,  and 
that  was  a  cause  of  great  alarm.  Lest  you  think  that's  an  insignifi- 
cant problem,  we  had  a  meeting  on  a  Saturday,  where  Chairman 
Greenspan  and  the  late  Bill  Taylor  came  to  see  me,  and  we  talked 
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about  the  need  for  certain  conditions  in  FDICIA  that  were  of  the 
most  urgent  sort  with  respect  to  the  banking  system. 

I  would  not  want  anybody  to  walk  away  with  the  impression  of 
the  fact  that  the  banking  problems  have  gotten  better,  and  not  at 
the  same  time  understand  we  got  to  a  point  where  we  had  ex- 
tremely serious  problems  in  the  banking  system,  separate  and 
apart  from  the  thrift  industry. 

And  if  anybody's  walking  around  not  understanding  that  and 
thinidng  that  everything  was  working  just  fine  and  dandy,  then 
you  need  a  cold  shower,  because  that's  not  what  the  history  is, 

Mr.  GiLLERAN.  In  my  testimony,  sir,  I  support  the  focus  on  the 
FDIC.  I  think  it's  extremely  important  not  to  leave  your  discus- 
sions about  what  to  do  with  the  bank  regulatory  system  out  of  a 
full  discussion  of  how  to  make  the  FDIC  secure  going  forward.  And 
we're  concerned  that  it  has  been  left  out.  So  I  agree  with  you  that 
the  focus  on  the  FDIC  is  very  important. 

As  to  your  comment  about  competition  and  conflict,  I  believe,  my- 
self, that  the  competitive  aspects  of  this  are  being  highly  over- 
stated. I  can  tell  you  for  myself,  and  for  any  other  commissioner 
and  superintendent  of  banks  in  States  that  I've  talked  to,  we  sim- 
ply do  not  proselytize  to  gain  new  charters. 

So  it's  not  a  competitive  aspect  where  we're  going  out  and  trying 
to  get  new  charters.  What  it  is  is  an  availabilitv  of  choice  that  is 
there  for  the  banking  industry  to  avail  themselves  of  when  they 
feel  that  it  is  important  in  order  for  their  continued  success,  expan- 
sion, and  profitability. 

The  Chairman.  But  let  me  ask  you  this.  I've  seen  data  that  sug- 
gests that  at  the  State  level,  in  State  regulation,  there's  been  a  con- 
solidation. In  most  States  now,  the  thrift  regulator  within  the  State 
and  the  banking  regulator  are  being  combined  into  a  single  regu- 
lator. And  that  the  bank  financial  industry  regulation  function  is 
not  split  into  two  operations  or  something  more  than  one,  but  in 
fact,  the  trend  is  the  other  way.  It  is  to  bring  separate  operations 
that  have  been  separate  over  the  last  decade  together.  Am  I  not 
right  on  that? 

Mr.  GiLLERAN.  Well,  the  savings  and  loan  industry  is  shrinking 
to  such  a  degree  where  it's  almost  becoming  an  immaterial  point 
because  the  associations  are  going  away. 

The  Chairman.  But  isn't  that  consolidation  happening  though?  If 
the  principle  of  dual  regulation  is  there  to  create  the  tension  and 
so  forth,  everything  I've  seen  shows  me  that  within  the  States, 
there  is  a  consolidation  going  on  into  a  single  regulator.  If  I'm 
wrong  on  that,  tell  me  so. 

Mr.  GiLLERAN.  I  believe  that  consolidation  is  taking  place  be- 
cause the  savings  and  loan  industry  has  diminished  to  the  size 
where,  just  like  your  considering  merging  the  OTS  with  the  OCC, 
that's  happening  in  the  States  also.  It's  natural  when  one  almost 
goes  down  to  zero  percent  volume. 

On  the  issue  of  conflict,  I  think 

The  Chairman.  Well,  maybe  that's  right.  I  don't  want  to  prolong 
this,  but  let  me  ask  you  this:  What  percent  are  thrift's  assets  down 
to  today  in  California?  Less  than  5  percent? 

Mr.  GiLLERAN.  I  don't  know.  I  don't  regulate  them  and  I  don't 
have  the  numbers.  We  can  get  them  for  you. 
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The  Chairman.  Because  my  impression  is  you  still  have  some 
pretty  good- sized  operations  in  California,  don't  you? 

Mr.  GlLLERAN.  Yes.  But  I  believe  that  most  oi  them  now  are  Fed- 
eral, federally-chartered  and  regulated  by  the  OTS. 

On  the  question  of  conflict,  whereas,  I  believe  that  has  also  been 
used  as  something  to  avoid,  if  it's  on  the  conflict  of  ideas,  I  believe 
that  that  is  good  for  the  system,  and  therefore,  I  don't  think  that 
that  is  a  disadvantage  of  having  two  regulators. 

And  to  answer  your  final  question,  Mr.  Chairman,  on  the  ques- 
tion of  two  regulator?,  I  believe  that  that  is  an  extremely  critical 
point.  For  us  to  have  one,  single  monolithic  Federal  regulator  is 
completely  unacceptable  from  our  position. 

The  Chairman.  Thank  you,  Mr.  Gilleran. 

I'm  going  to  stop  at  this  point,  I  want  to  get  other  responses,  and 
I  will,  but  Senator  Moseley-Braun  has  to  leave  because  she's  got 
something  she  has  to  go  to,  as  does  Senator  Bond. 

So  if  I  may,  let  me  give  you  5  minutes  now  and  then  I'm  going 
to  come  to  Senator  Bond. 

Senator  Bond.  I'll  be  happy  to  defer  to  my  good  colleague  from 
Illinois,  if  you'll  recognize  me  when  I  get  over  to  the  floor  because 
I'm  going  the  same  place  you  are,  and  fll  be  happy  to  let  you. 

Senator  Moseley-Braun.  I  would  recognize  my  colleague  in  any 
event. 

Thank  you  very  much.  It's  very  gracious. 

I  would  like  to  thank  the  witnesses  for  their  testimony.  I  think 
it's  been  very  helpful. 

I'm  very  much  concerned,  as  you  may  know,  about  the  whole 
issue  of  taking  a  look  at  regulatory  issues  generally.  A  specific, 
quick  question,  do  you  agree  that  it  is  time  for  us  to  take  a  com- 
prehensive look  at  Federal  policies  governing  our  financial  system 
in  light  of  the  changes  in  the  technology  in  telecommunications,  the 
kind  of  discussion  that  we're  talking  about  now,  changes  that  are 
going  on  in  terms  of  what  the  States  are  doing  to  consolidate,  that 
it  might  be  helpful,  this  kind  of  conversation  in  the  decisions  of  this 
Committee,  that  we  take  a  comprehensive  look  at  what  is  going  on 
in  the  private  sector.  What  are  the  needs  of  the  industry  and  what 
are  the  needs  of  our  people  with  regard  to  a  financial  services  sec- 
tor at  this  time? 

Mr.  Thomas.  Can  I  respond  to  that.  Senator? 

Senator  Moseley-Braun.  Yes,  sir. 

Mr.  Thomas.  I  said  in  my  testimony,  and  I'm  on  record  earlier 
as  recommending  that  kind  of  a  look.  Because,  as  I  pointed  out,  I 
think  the  competitive  positioning  of  the  U.S.  banking  industry 
today  is  far  and  away  more  serious  than  the  issue  of  how  we  are 
regulated. 

Our  ability  to  compete  with  less  regulated  and  non-regulated  sec- 
tors of  the  financial  services  industry,  our  global  competitiveness, 
our  viability  going  forward,  all  are  very  central  issues  of  concern 
to  the  industry  today.  And  I  think  are  on  a  scale  far  greater  than 
concerns  about  regulation. 

These  are  steps  that  we  should  take.  Ideally,  we  would  have 
taken  them  in  the  reverse  order,  but  this  isn't  a  perfect  world,  and 
I  think  we  should  move  ahead  to  see  what  we  can  do  on  the  regu- 
latory side  in  the  current  environment. 
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Senator  Moseley-Braun.  Thank  you. 

Mr.  Shivers.  I'd  like  to  address  that  question,  Senator. 

I  agree  with  my  colleague,  Mr.  Thomas.  In  most  cases,  banks  are 
under  a  terrible  regulatory  burden,  and  there  are  many  other  pro- 
viders of  financial  services  out  there  that  are  not  regulated,  that 
are  eating  up  our  market  share  constantly.  We  need  to  be  relieved 
of  some  of  the  regulatory  burden  so  we  can  offer  more  competitive 
products  to  meet  the  needs  and  the  desires  of  our  customers. 

You  know,  the  whole  spectrum,  there  are  so  many  providers  that 
are  non-financial  institutions  that  have  gotten  in  part  of  our  busi- 
ness, you  can  cover  it  everywhere  from  insurance  and  other  prod- 
ucts that  the  consumers  are  looking  for  from  a  one-stop  shopping 
thing.  And  I  agree  with  Mr.  Thomas  that  that  is  the  bigger  prob- 
lem in  the  banking  industry  than  the  regulatory  thing. 

Mr.  Pollard.  Senator,  I'd  add  that  I  think  part  of  what  we're 
saying,  and  I've  heard  it  from  iust  about  everyone,  is  it  is  time  to 
begin  to  look  at  that.  Now  the  Committee  is  doing  both  at  the  same 
time  with  the  interstate  branching  bill,  and  the  legislation  that's 
been  introduced  on  regulatory  burden  relief  and  action  is  being  un- 
dertaken there. 

I  think  it  is  an  opportunity  to  look  at  the  accomplishments  of  this 
Committee  as  well  in  FIRREA  and  FDICLA.  While  you  often  hear 
criticism  of  various  sections  that  are  legitimate  criticism  of  the  reg- 
ulatory burden,  there  also  is  legitimate  praise  for  those  sections 
that  dealt  with  the  crisis  that  took  place  in  the  1980's. 

I  hope  that  that  would  permit  the  Committee  then  to  turn  from 
the  crisis  to  the  opportunity  for  structuring  for  the  future  because 
so  much  has  been  done  that's  in  place,  and  we're  very  concerned 
about  safety  and  soundness,  I  can  assure  you.  But  I  hope  that's 
part  of  the  message  too.  And  I  do  believe  these  thing  can  go  on  at 
the  same  time;  it  doesn't  have  to  be  one  or  the  other. 

Senator  Moseley-Braun.  Exclusively. 

Mr.  McMillan.  Senator,  I'd  like  to  speak  to  that  also. 

The  ABA  has  taken  a  very  strong  position  on  this  question  of 
structure  being  able  to  deliver  the  services  that  the  various  seg- 
ment markets  need  now  and  in  the  future.  We've  established  a 
major  task  force  to  work  on  this  and  we  will  have  some  results 
coming  out  in  the  very  near  future,  and  there  is  obviously  a  direct 
tie-in  to  what  we  can  do  structurally  and  the  regulatory  situations 
that  we  face.  We  completely  agree  with  your  assessment  and  are 
working  toward  some  solutions. 

Senator  Moseley-Braun.  Thank  you,  Mr.  McMillan,  because 
that  will  be  very  helpful  to  have  the  input  for  people  who  are  there 
in  the  industry  making  it  work,  dealing  with  the  day-to-day  prob- 
lems and  issues.  It  is  of  critical  importance  to  us  on  this  Commit- 
tee. 

I  was  going  to  frankly  ask  the  question  about  specific  anecdotal 
instances  of  conflicts  between  this  industry  and  its  competitors 
with  regard  to  the  regulatory  burden,  how  that  impacts  your  ability 
to  serve  your  customers,  your  ability  to  compete  in  the  new  playing 
field  that  we  have. 

But  I  think  well,  and  I  think — I'm  trying  to  talk  fast  is  the  prob- 
lem— I  would  very  much  like  to  hear  some  of  that  anecdotal  advice 
instances,  because  it  would  be  important  for  our  Committee.  We 
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have  an  opportunity  to  see  this  on  a  general  basis,  but  those  of  you 
who  are  there  on  the  frontHne  can  see  specifically  what  impacts 
this  burden  is  having. 

Mr.  Thomas.  Perhaps  just  a  quick  point  on  that. 

I  think  the  studies  that  have  been  done  on  our  industry  show 
that  in  the  banking  industry,  the  overall  total  cost  of  compliance, 
some  of  which  is  very  necessary,  but  the  total  cost  runs  from  7  to 
12  percent  of  our  total  non-interest  operating  expense. 

In  our  case,  that's  about  $180  million.  I  would  suggest  that  that 
percentage  is  far  greater  than  in  any  other  financial  services  indus- 
try by  some  magnitude. 

Senator  Moseley-Braun.  I'm  sorry,  Mr.  Shivers? 

Mr.  Shivers.  Senator  Braun,  the  IBA  had  a  study  done  by  the 
Grant  Thornton  accounting  firm  on  the  cost  of  regulatory  burden. 
And  it  came  up  that  about  30  percent  of  a  community  bank's  over- 
head is  directly  related  compliance  and  regulatory  cost. 

Mr.  Pollard.  And,  Senator,  one  addition  as  well;  I  think  one  of 
the  issues  that  you  should  be  aware  of  is  the  volume  in  certain 
areas  that's  a  competitive  problem.  In  the  area  of  retail  banking 
alone,  there  are  more  than  25  separate  Federal  statutes  governing 
the  provision  of  consumer  services,  and  I  don't  think  we're  particu- 
larly saying  a  lot  of  those  aren't  valid. 

You  list  25  product-specific  statutes,  I  think  you  can  understand 
that  community-based  institutions,  especially  when  they're  having 
perhaps  Federal  and  State  exams  on  the  same  subject  really  have 
a  burden.  No  one,  I  don't  think,  is  debating  particularly  should  the 
concern  be  addressed,  consumer  disclosure,  that  is,  but  25  statutes 
is  a  lot  just  in  that  area  that  unregulated  competitors  may  not 
have  to  deal  with. 

Mr.  GiLLERAN.  Senator,  one  of  the  criteria  that  Senator  Bond 
mentioned  when  he  started  would  have  an  enormous  impact  on  re- 
ducing the  burden  on  banks,  and  that  is  that,  and  you  could  prob- 
ably do  it  in  very  few  words,  is  to  mandate  that  each  bank  only 
have  one  Federal  regulator  associated  with  it. 

That  alone  would  cut  out  a  tremendous  burden  and  could  be 
done  very  easily,  and  wouldn't  require  any  kind  of  consolidation 
proposal  to  achieve  it. 

Senator  Moseley-Braun.  Well,  actually,  in  reference  to  Senator 
Bond,  he  started  off  with  a  checklist  earlier,  and  I  think  it  would 
be  helpful  to  us  as  you,  Mr.  McMillan,  come  up  with  your  report, 
to  give  us  a  checklist  or  bump  list  or  whatever  you  want  to  call  it, 
a  set  of  criteria  that  you  would  want  to  see  addressed  as  part  of 
our  larger  discussion  of  regulatory  reform,  not  just  consolidation 
but  reform.  And  how  that  affects  competitiveness  issues,  how  it  af- 
fects the  rule  system  and  relations  between  State  and  Federal  Grov- 
ernment  and  the  like. 

Senator  Bond's  approach  was  actually  very  helpful  in  kind  of  list- 
ing the  bullets  that  he  would  want  to  focus  on,  and  it  would  be 
very  helpful,  I  think,  to  get  those  kind  of  bullets,  if  you  will,  from 
you. 

Mr.  McMillan.  I  can  assure  you  that  that  information  will  be 
made  available  to  you. 

Senator  Moseley-Braun.  Thank  you. 

Again,  thank  you  gentlemen,  very  much. 
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The  Chairman.  Senator  Bond. 

Senator  Bond.  Thank  you  very  much,  Mr.  Chairman. 

And  I'm  sure  that  our  colleagues  do  have  some  bullets  on  bank 
regulation.  It  seems  I've  heard  one  or  two. 

I  would  be  delighted  if  you  came  up  with  a  list  that  my  colleague 
from  Illinois  requested.  Maybe  you  could  help  us  focus  on  what  is 
the  worst.  We're  not  going  to  change  all  of  them,  but  I  think  regu- 
latory consolidation  is  one  of  them  that  we  need  to  deal  with  up 
front. 

I  would  just  note,  in  following  up  on  the  discussion,  I  think  one 
of  the  points  about  securities  regulation,  there  is  an  SEC.  But  as 
we  all  know,  there's  a  choice  of  regulators  in  the  securities  indus- 
try. 

You  can  be  listed  on  the  New  York  Stock  Exchange,  the  Amer- 
ican Stock  Exchange,  or  if  you're  over-the-counter,  the  NASD.  So 
there  is  a  tension  among  regulators  on  the  securities  issue  as  well. 

With  respect  to  the  lessons  of  savings  and  loan,  my  colleague. 
Senator  Dodd  from  Connecticut,  and  I  and  this  Committee  went  to 
the  trouble  of  setting  up  an  S&L  Commission,  and  I  suggest  that 
we  all  go  back  and  read  the  report  of  that  Commission  so  we  will 
make  sure  that  we  will  take  the  right  lessons  away. 

One  lesson  I  have  from  that  instance  is  that  the  problems  in  the 
S&L's  and  some  of  the  problems  in  the  banks  were  caused  by  Con- 
gress itself  when  it  changed  the  tax  laws  and  destroyed  the  real 
estate  industry. 

So  when  you  have  $150  billion  black  hole,  it  takes  a  real  team 
effort  to  get  there.  And  nobody  could  have  done  it  by  themselves. 
It  took  a  lot  of  folks  working. 

Let's  ^et  back  to  banking  consolidation.  The  issue  that  is  still  up 
in  the  air  as  far  as  I'm  concerned,  I'd  like  each  of  you  to  comment 
on  it,  and  that's  where  you  move  the  responsibility  of  regulating 
State-chartered  nonmember  banks.  I  understand  none  of  you  has 
endorsed  the  Fed's  idea  of  moving  it  to  the  Fed. 

Would  you  want  it  to  go  to  the  Federal  Banking  Commission,  the 
Fed  thus  could  retain  its  authority  over  State-charted  member 
banks,  and  then  the  State  banks  would  still  have  a  choice  of  regu- 
lator by  determining  whether  or  not  to  be  a  member  of  the  Fed. 

A  slight  variation  on  that  would  be  to  say  that  if  you're  part  of 
a  bank  holding  company  whose  lead  bank  is  a  State-chartered 
bank,  then  the  State  nonmember  bank  would  still  be  regulated  by 
the  Fed.  Is  either  one  of  those  appealing,  or  is  there  a  third  alter- 
native? 

Let's  just  start  with  Mr.  McMillan. 

Mr.  McMillan.  Senator,  I  think  we're  very  flexible  on  that  issue. 
I  think  there  does  need  to  be  some  separation,  but  as  far  as  the 
details  of  how  that  would  work,  again,  this  is  one  of  the  problems 
that  I  mentioned  earlier  that's  got  to  be  worked  out,  and  we're  will- 
ing to  address  this  with  the  Committee. 

Senator  Bond.  If  you  have  any  guidance,  we'd  welcome  it. 

Mr.  Thomas. 

Mr.  Thomas.  We  would  feel  the  same  way. 

The  central  issue  is  really  what  the  Cnairman  suggested,  and 
that  is  should  there  be  one  Federal  regulator,  and  our  Roundtable 
feels  strongly  there  should  be  two.  I  think  largely  it's  a  matter  of 
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the  histx)ry,  the  whole  culture  of  the  banking  industry.  The  dual 
banking  system  has  been  here  for  a  couple  hundred  years.  There's 
a  lot  of  emotion  and  tradition  associated  with  it. 

We  think  the  S&L  example  might  be  a  reason  not  to  have  a  sin- 
gle regulator  at  the  Federal  leveL  We  think  also  having  two  regu- 
lators at  the  Federal  level  would  do  more  to  immunize  the  process 
from  political  influence. 

But  in  terms  of  how  we  divide  it  up,  we  feel  that  if  the  Fed  were 
to  take  the  member  banks  and  the  Federal  Banking  Commission 
had  responsibility  for  the  nonmember  banks,  with  the  State  super- 
visor in  the  various  States  having  the  primary  responsibility  under 
that  Federal  oversight,  we  would  be  flexible  on  that.  And  it  sounds 
like  a  possible  compromise. 

Senator  Bond.  Mr.  Gilleran. 

Mr.  Gilleran.  That  would  be  totally  unacceptable  to  us  because 
our  prime  criteria  in  that  regard  is  that  the  Federal  charter  not  be 
the  rulemaker  for  the  State-chartered  banks.  So  that  bifurcation  of 
the  State-chartered  banks  simply  would  not  be  acceptable  to  our 
organization. 

Senator  Bond.  I'll  mark  you  down  as  not  enthusiastic  about  that. 

[Laughter.] 

All  right,  sir. 

The  Chairman.  But  persuadable? 

Senator  Bond.  Doesn't  seem  to  be  but  we  came  for  guidance. 
We're  getting  it. 

Mr.  Shivers. 

Mr.  Shivers.  Senator  Bond,  my  bank  is  a  State  nonmember 
bank.  But  I  think  I  can  speak  on  this  question  with  a  lot  of  feeling. 
If  I  had  to  make  a  choice,  I  would  choose  to  go  with  Federal  Re- 
serve, if  there  was  not  going  to  be  an  FDIC. 

I  feel  like  Mr.  Gilleran  does,  that  I  don't  think  that  a  Federal 
charterer  ought  to  be  setting  hard  and  fast  rules  for  a  State-char- 
tered bank.  And  I  think  that  the  Fed  ought  to,  I  like  the  idea  of 
cutting  out  the  duplication. 

If  you  take  a  holding  company  and  the  lead  bank  in  that's  a 
State  bank,  let  the  Fed  have  it.  If  it's  a  national  bank,  let  the  Fed- 
eral Banking  Commission  have  it,  and  take  the  whole  structure. 
But  I  think  we  need  a  choice  and  we  need  to  preserve  the  dual 
banking  system  and  the  role  of  the  Fed  and  FDIC. 

Senator  Bond.  Mr.  Pollard,  do  you  want  to  kick  around  my  idea 
before  we  bury  it,  or  are  you  just  going  to  let  it  die? 

Mr,  Pollard.  Does  that  mean  my  comment  will  either  bury  it  or 
keep  it  alive? 

Senator  Bond.  It's  not  healthy  right  now. 

Mr.  Pollard.  I'll  just  speak  quickly  and  say  that  a  single  regu- 
lator for  holding  companies  would  have  an  appeal  to  SCBA. 

Then  on  the  State  nonmember  bank  issue,  we  would  basically 
have  to  say  that  the  transfer  to  us,  is  secondary  to  the  expertise 
that  governs  it. 

Senator  Bond.  Excuse  me? 

Mr.  Pollard.  The  expertise,  the  professionalism  on  the  staff  and 
the  structure  around  it  is  very  critical  to  us  first.  That's  why  some 
of  what  was  discussed  in  this  Committee  yesterday  was  very  inter- 
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esting  for  us.  How  it's  going  to  be  structured,  where  it  goes,  wheth- 
er it  be  the  Fed  or  the  Federal  Banking  Commission. 

Senator  Bond.  One  of  the  questions  that  several  of  you  all  men- 
tioned and  something  that's  been  brought  up  is  whether  the  FDIC 
should  have  a  seat  on  the  board  of  the  Federal  Banking  Commis- 
sion or  where  its  regulatory  powers  should  go. 

I'd  like  to  go  down  the  line  again  and  just  get  your  views  on  what 
happens,  where  the  FDIC  should  go. 

Mr.  McMillan. 

Mr.  McMillan.  We've  not  taken  a  definitive  position  on  that.  I 
think  this  is  something  that  we  need  to  think  about  and  work  on. 
I  think  the  key  or  the  underlying  principle  here  is  that  there  needs 
to  be  independence  from  political  pressures,  no  matter  what  struc- 
ture we  come  up  with  for  membership  on  the  Commission. 

Senator  Bond.  It  should  be  on  the  Commission?  The  FDIC 
should? 

Mr.  McMillan.  We  are  flexible. 

Senator  Bond.  Yes.  FDIC  on  the  Commission. 

Mr.  Thomas. 

Mr.  Thomas.  We  don't  have  an  official  position  on  that  except 
that  we  think  the  FDIC  probably  can  get  out  of  the  business  of  reg- 
ulating healthy  banks.  We  think  there  are  too  many  regulatory 
agencies  out  there.  And  consolidation,  this  is  the  one  that  we  think 
ought  to  focus  on  the  insurance  business.  I  think  it  would  probably 
be  appropriate  for  it  to  be  represented  on  the  Commission. 

Senator  Bond.  Mr.  Gilleran. 

Mr.  Gilleran.  We  have  no  position  on  that. 

Mr.  Shivers.  We  have  no  position  on  it  except  that  we  don't 
want  to  see  the  process  politicized. 

Senator  Bond.  All  right. 

We  may  have  some  further  questions  for  the  record,  but  I  just 
want  to  clear  up  one  thing.  A  couple  of  days  ago,  I  asked  Secretary 
Bentsen  why  he  thought  the  industry  did  not  support  the  Adminis- 
tration's proposal  and  he  said  that  probably  because  there's  been 
some  misunderstanding  about  the  proposal.  And  I  just  wondered  if 
any  of  you  are  unenthusiastic  because  you  don't  understand  it.  Is 
there  anybody  whose  lack  of  enthusiasm  is  based  on  lack  of  imder- 
standing? 

Mr.  McMillan.  I  think  we  understand  the  proposal. 

Senator  Bond.  Mr.  Thomas. 

Mr.  Thomas.  I  think  there  might  be  some  misunderstanding  the 
other  way  around.  I  don't  think  here's  misunderstanding. 

I  would  just  make  the  point  that  on  this  issue  of  dual  versus  sin- 
gle regulator,  I  think  our  industry  is  subjected  to  the  most  inten- 
sive regulation  of  any  industry  that  I  know  of.  It's  intensive  and 
it's,  indeed,  even  personal  when  you  have  examiners  living  in  your 
house  all  the  time.  It's  intrusive  and  it  should  be  to  some  extent, 
but  it's  a  big  change  from  the  way  we  used  to  do  business,  and  I 
think  the  prospect  of  housing  all  that  power  in  one  Federal  regu- 
latory agency  is  absolutely  frightening  to  most  banking  institutions 
in  this  country. 

Senator  Bond.  And  at  least  to  this  Member  of  the  Committee. 

Mr.  Gilleran. 
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Mr.  GiLLERAN.  I  think  the  reverse  of  that  is  true.  I've  met  wnth 
Treasury  at  least  three  times,  and  we  talked  about  the  fact  of  the 
unacceptability  of  the  single  regulator  concept.  But,  yet,  they  sim- 
ply don't  get  it. 

Senator  Bond.  Mr.  Shivers. 

Mr.  Shivers.  Senator  Bond,  Secretary  Bentsen  and  I  and  our 
families  go  back  a  long  way,  and  we're  very,  very  close  friends.  On 
this  thing,  we  a^ee  to  disagree. 

But  I  agree  with  my  colleagues'  comments.  That  just  the  thought 
of  putting  this  much  power  in  one  agency's  hand  is  terribly  fright- 
ening. 

You  look  in  history,  any  country  that  politicized  their  banking 
and  monetary  system  now  either  does  not  exist  or  is  a  third  rate 
power.  When  you  politicize  that  system  and  put  all  that  control  in 
one  agency's  hands,  it's  dangerous,  dangerous,  dangerous. 

Senator  Bonto.  Mr.  Pollard. 

Mr.  Pollard.  To  the  question  of  enthusiasm  for  the  Administra- 
tion's proposal,  I  guess  what  I'd  comment  is  that  the  proposal  be- 
gins the  process  that  we  have  wanted  to  see,  which  is  putting  some 
flesh  on  the  bones  and  we're  enthusiastic  about  that.  There  are  a 
lot  of  points  we  would  agree  on  or  disagree  on,  but  I  think  we  were 
pleased  to  see,  finally,  some  sort  of  statement  of  a  few  specifics.  I 
won't  go  through  them  with  you  here,  but  I  think  that,  as  the  Com- 
mittee pointed  out  yesterday,  on  independence,  at  least  now  we  can 
respond  and  say,  well,  are  the  terms  being  coterminous,  independ- 
ence or  not,  like  that.  And  we're  very  positive  about  finally  getting 
it  out. 

Senator  Bond.  Mr.  Chairman,  and  members  of  the  panel,  my  sin- 
cere thanks. 

I  think  that  that's  certainly  been  helpful  to  me,  and  I  think  this 
is  helping  us  move  down  the  line.  We  welcome  your  continued 
input  and  views  as  we  try  to  reform  it.  We  may  come  up  with  some 
ideas  that  you  don't  like  and  we'd  like  to  hear,  Mr.  Giileran,  fi-om 
you  and  others  when  we  do  that. 

Mr.  GiLLERAN.  I  can  guarantee  it,  sir. 

[Laughter.] 

The  Chairman.  Before  you  leave,  Senator  Bond,  let  me  say — Fve 
said  this  before,  but  I  think  it  is  of  great  value.  I  appreciate  the 
line  of  questioning  you've  just  developed  and  the  great  value  that 
you  bring  to  this  Committee  on  all  issues  as  well  as  this  one.  But 
I'm  struck  by  the  fact  that  sometimes  when  people  have  been  gov- 
ernors of  States  and  they've  had  to  live  with  these  issues  at  a  dif- 
ferent vantage  point,  that  that's  a  wonderful  experience  to  be  able 
to  bring  to  this  Committee.  And  I  find  that  reflected,  quite  often, 
in  the  quality  of  your  questions  and  the  receptiveness  to  the  ques- 
tions that  you  raise  and  it's  a  great  help  to  the  Committee. 

Senator  Bond.  Thank  you,  Mr.  Chairman.  I  appreciate  your  kind 
words. 

The  Chairman.  Let  me  ask  vou  a  couple  of  other  questions  that 
relate  to  these  broader  issues  tnat  we're  touching  on. 

I'm  concerned  about  what  constitutes  today's  banking  business 
charter.  And  we  thought  a  lot  about  that  and  tried  to  have  that 
issue  central  to  our  thinking  as  we  were  going  through  some  of  the 
difficult  legislative  efforts  oi  the  last  few  years. 
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Because  I'm  very  conscious  of  the  number  of  shrinking  assets 
within  the  banking  system  and  we  actually  passed  out  of  this  Com- 
mittee, as  vou  know,  a  banking  reform  bill  that  I  think  was  a  pret- 
ty good  bill.  And  we  could  have  taken  it  all  the  way  throu^.  I 
won't  take  the  time  today  to  talk  about  why  it  hit  tJhe  rocks,  but 
it  passed  the  Senate.  It  had  in  it  not  only  interstate  banking  and 
branching,  which  we're  bringing  back  through  now,  but  also  we  had 
resolved  the  Glass-Steagall  issue,  we  had  resolved  the  insurance 
issue,  and  we  thought  we  had  a  pretty  good  package  that,  had  we 
been  able  to  get  it  all  the  way  into  the  end  zone,  would  have  had 
valuable  modernization  aspects  to  it. 

There  was  a  wonderful  meeting  one  evening  with  John  Dingell 
and  Nick  McBrady,  I  asked  them  to  meet  with  me  for  dinner  to  see 
if  we  couldn't  resolve  the  dispute  on  Glass-Steagall  and  it  was  the 
collision  of  two  worlds,  and  there  were  a  couple  of  compromises 
there  that  I  think  the  Administration  should  have  taken,  and  they 
chose  not  to,  and  so  that  sent  those  issues  down  the  track  for  an- 
other day. 

But  here  are  two  large  questions  for  you  to  just  react  to. 

One  is  the  question  as  to  whether,  over  time,  the  commercial 
banking  system  should  continue  to  have  a  Federal  deposit  insur- 
ance aspect  to  it,  and  all  of  the  related  things  that  come  with  that. 
And  that's  really  what  differentiates  banking  from  any  other  part 
of  our  business  structure. 

I  once  asked  Walter  Riston,  in  this  room,  when  he  was  running 
Citicorp,  how  he  would  feel  about  just  giving  up  Federal  deposit  in- 
surance, and  running  a  banking  institution  without  it,  and  at  the 
same  time  presumably  shedding  a  certain  amount  of  Federal  regu- 
latory burden  and  oversight  that  goes  with  it. 

He  thought  about  it  for  awhile,  and  he  decided  that  he'd  just  as 
soon  keep  the  Federal  deposit  insurance  and  struggle  on  with  the 
other  things  he  didn't  much  like  that  often  went  with  it. 

I  pose  the  question  not  just  as  a  rhetorical  question,  but  because 
I  think  the  connection  to  deposit  insurance  and  the  history  that 
we've  had  tends  to  create  a  great  concern  about  safety  and  sound- 
ness to  gear  into  the  worst  case  which  we  occasionally  see,  seen 
within  the  lifetimes  of  some  of  you  here,  more  than  once,  the  bank- 
ing system  back  in  the  1930's. 

So  if  we  found  some  way  to  handle  banking  without  Federal  de- 
posit insurance  and  that's  another  avenue  tnat  one  might  think 
about. 

Now,  I  think,  it's  inconceivable  today  to  think  about  that  in  prac- 
tical terms,  but  I  think  as  long  as  Federal  deposit  insurance  is 
there,  there's  a  certain  safety  and  soundness  regime  that  comes 
with  it  that's  never  going  to  be  perfect,  never  going  to  be  as 
streamlined  as  we'd  like  it  to  be  or  perhaps  you'd  like  it  to  be. 

The  other  thing  is  that  I'm  concerned  about  what  constitutes  a 
banking  business  charter  in  today's  world.  If  you're  going  to  con- 
tinue to  have  the  link  to  the  Federal  deposit  insurance,  what 
should  be  the  scope  of  business  and  how  far  out  can  we  take  it  so 
that  we  avoid  problems  that  we  don't  want  that  could  put  the  in- 
dustry at  risk  and  maybe  capsize  the  insurance  fund. 

But  what  should  constitute  a  range  of  business  activity  that  real- 
ly allows  banks  to  do  a  better  job  of  competing  with  all  of  the  other 


308 

financial  players  that  have  come  into  the  game  in  the  last  10  or 
15  years? 

It  is  a  very  difficult  issue  to  try  to  think  through,  and  the  nexus 
back  to  deposit  insurance  is  a  critical  element  in  any  kind  of  dis- 
cussion like  that.  But  I  would  welcome  any  thoughts  any  of  you 
have  on  those  points. 

Mr.  Gilleran. 

Mr.  Gilleran.  I've  sort  of  thrown  myself  on  the  spike  with  con- 
cerns about  the  structure  of  the  banking  industry.  I  believe  that  is 
more  important  than  minor  changes  in  the  regulatory  structure. 
And  my  concern  with  it  is  that  there's  only  basically  four  types  of 
broad  intermediary  activities.  There's  being  a  principal,  there's 
being  an  agent,  there's  being  an  advisor,  and  there's  being  a  proc- 
essor of  data. 

The  principal  business  for  the  banking  industry  has  been  shrink- 
ing because  the  nonbank  banks  and  some  of  the  other  less  regu- 
lated organizations  are  able  to  extend  credit  which  is  beneficial  for 
the  American  consumer  and  should  not  be  stopped,  but  it's  obvious 
that  the  banking  industry's  control  of  that  principal  activity  is  di- 
minishing and  probably  will  never  return  to  its  former  status. 

Therefore,  it  must  be  allowed  to  fully  participate  in  all  other 
areas  of  intermediary  activity  in  the  agency  and  advisory  and  proc- 
essing area  in  order  to  remain  as  a  competitive  and  effective  part 
of  our  society. 

I  agreed  with  you.  You  said  earlier  that  you  thought  the  banking 
industry  was  our  most  important  industry.  It  is,  in  my  opinion,  as 
well  as  yours.  And  I  think  that  it  is  the  industry  that  allows  Amer- 
ica's funds  to  trickle  on  down  to  the  small  communities  of  America 
that  support  small  business,  that  support  most  of  the  job  creation 
in  this  country,  and  also  support  the  greatest  thing  that  we  have, 
which  is  creativity  development.  Creative  development  is  our  big- 
gest asset  against  all  other  nations.  We're  the  most  creative  Na- 
tion. 

I  believe  that  the  structure  of  our  banking  industry  has  allowed 
that  to  happen.  And  that  also  relates  to  deposit  insurance.  Because 
I  believe  that  what  separates  the  American  system  from  other  sys- 
tems, that  in  Canada,  that  in  the  U.K.,  and  elsewhere,  is  the  fact 
that  where  you  don't  have  deposit  insurance,  you  have  an  aggrega- 
tion of  the  banks  and  you'll  probably  end  up  some  place  in  America 
with  ten  major  banks  across  the  United  States  through  branching 
structures. 

And  that 

The  Chairman.  Some  people  think  we  may  be  headed  to  that 
anyway. 

Mr.  Gilleran.  Right.  But  I  would  say  that  without  deposit  insur- 
ance, I  don't  think  that  you  would  have  community  banking.  I  per- 
sonally believe  that  community  banking  is  extremely  important 
and  is  a  very  major  contributor  to  the  success  of  America. 

So  my  answer  is  that  I  believe  that  deposit  insurance  must  be 
continued. 

Mr.  Pollard.  Senator,  I'd  add,  following  up  on  the  deposit  insur- 
ance point,  that  certainly  savings  institutions  feel,  particularly  as 
community-based  institutions,  that  this  is  a  vital  issue. 
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I  think  the  point  you're  making,  though,  about  looking  to  the  fu- 
ture on  business  charters  and  items  is  useful. 

In  our  testimony,  we  suggested  both  enhancing  the  dual  banking 
system  and  addressing  this  very  point,  which  would  be  the  concept 
of  taking  what  was  built  in  FDICIA  on  the  FDIC  authority  over 
State  bank  activity  and  adding  an  element  that  says,  if  an  activ- 
ity— two  categories  currently — is  permitted  to  national  banks  or 
the  FDIC  determines  it  is  not  a  threat  to  the  insurance  fund.  Add- 
ing to  that  a  third  alternative  which  would  permit  innovation  at 
the  State  level,  an  incubation  period,  and  that  would  be  to  permit 
those  activities  that  fall  in  this  third  category  to  be  permitted  if 
funded  with  non-depository  funds. 

This  would  let  capital  be  put  into  those  activities  separately. 
They  could  be  gestated  for  a  few  years,  and  if  it  turns  out  they're 
responsible,  safe  activities,  then  they  can  be  put  into  the  other  two 
baskets. 

The  Chairman.  Yes? 

Mr.  McMillan.  Mr.  Chairman,  I  think  your  question  is  ex- 
tremely important  and  very  timely.  And  it's  difficult  to  answer. 

I  think  FDIC  insurance  is  certainly  important  to  the  community 
bank  system  which  is  really  the  backbone  of  our  banking  system 
and  the  part  of  the  banking  system  that  really  gets  in  and  serves 
the  day-to-day  needs  of  the  various  communities  that  they're  in. 

Having  said  that,  we  are  in  a  very  competitive  business.  The  fi- 
nancial services  industry  has  changed  significantly  and  I  think  it's 
important  for  the  continued  health  of  the  country  to  have  a  viable 
banking  industry  that  is  able  to  compete.  And  I  think  the  challenge 
there  is  how  do  we  allow  our  banks  to  compete,  move  into  some  of 
the  areas  that  all  of  us  know  we  need  to  be  in,  but  at  the  same 
time,  insulate  the  FDIC  fund. 

That's  part  of  the  work  going  on  at  the  ABA  right  now  with  our 
look  at  the  whole  issue  of  structure,  market  share,  and  so  on  and 
so  forth.  We  will  be  bringing  the  results  of  that  back  to  you. 

The  Chairman.  Mr.  Thomas,  before  you  go  ahead,  and  I  want  to 
hear  from  you  next,  I  can  imagine  that  that  change  in  competitive 
environment  has  probably  put  some  of  those  white  hairs  on  your 
head  and  maybe  taken  some  of  those  hairs  off  of  Mr.  Thomas'  head. 

[Laughter.] 

Mr.  McMillan.  Mr.  Chairman,  I'm  only  35  years  old. 

[Laughter.] 

The  Chairman.  Mr.  Thomas  is  only  25  years  old. 

[Laughter.] 

Mr.  Thomas.  If  I  could  address  the  second  question  first:  What 
is  our  business  charter?  I  think  that  is  really  central  to  any  discus- 
sion about  our  industry.  And  it  is  a  matter  of  considerable  discus- 
sion today.  When  I  look  at  the  banking  industry,  I  think  it  is  at 
the  nerve  center,  in  many  respects,  of  the  economy. 

Three  principal  banking  functions  to  me  are  lending  to  small 
business,  which  equates  to  job  creation,  and  there's  no  one  else  out 
there  that  does  it  quite  as  extensively  as  we  do. 

It  is  the  operator  of  the  payment  system  in  this  country  which 
is  not  visible  to  a  lot  of  people,  but  when  you  think  about  it,  it's 
a  very  important  function. 
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And  we  are  the  organizations  through  which  monetary  policy  is 
implemented. 

So  it  concerns  me  greatly  on  the  part  of  the  country  when  our 
share  of  the  total  financial  marketplace  continues  to  diminish  be- 
cause I  think  the  effectiveness  of  these  various  functions  is  com- 
promised. 

The  Chairman.  I  must  tell  you,  before  you  go  ahead,  I'm  con- 
cerned about  that  too. 

Mr.  Thomas.  I  know  you  are  and  I  appreciate  that. 

It's  kind  of  ironic  that  whenever  we  have  a  new  situation  in 
Eastern  Europe  or  in  China,  we  immediately  dispatch  experts  over 
to  help  them  design  a  strong  banking  system,  but  here  at  home, 
we  don't  seem  to  have  as  much  focus  as  we  sometimes  do  abroad. 

We  also  have  important  roles  in  providing  transaction  services  to 
individuals,  that  is,  checking  accounts  and  as  a  savings  depository. 
And  in  those  two  roles,  I  think  our  competitive  position  is  going 
from  bad  to  worse. 

We  just  cannot  compete  economically  with  the  mutual  funds, 
with  the  money  market  funds,  with  investment  banking  firms,  for 
a  variety  of  reasons.  And  we've  got  to  find  a  way  to  compete  more 
equitably  in  offering  investment  products  and  other  products  to  the 
consumer  in  this  country. 

Finally,  I  think  we  need  to  have  greater  competitive  equality  in 
offering  a  variety  of  corporate  financial  products  and  insurance 
products  which  most  other  organizations  can  do,  unless  they  hap- 
pen to  be  a  commercial  bank. 

So  I  think  that  that  is  the  number  one  problem  for  our  industry, 
how  we  can  become  more  competitive  in  this  rapidly  changing 
world,  while  preserving  safety  and  soundness. 

On  the  FDIC 

The  Chairman.  Could  I  just  react  to  that  before  you  go  ahead. 

Now  I  realize  you're  on  the  other  side  of  this  issue,  and  who 
knows  who's  right  or  wrong.  I'm  just  trying  to  make  a  careful  judg- 
ment and  balance  the  interests  here. 

I  think  one  might  argue  that  the  lo^c  of  a  well-designed,  well- 
functioning  Federal  Banking  Commission,  is  it  needs  more  mem- 
bers, and  maybe  it  needs  staggered  terms  and  things  of  that  kind, 
but  if  you  had  a  centralized  highly  competent  able  Commission  of 
that  kind,  that  one  of  the  issues  that  they  would  take  up  first,  I 
would  think,  would  be  the  very  issue  that  you've  cited.  And  that's 
what  the  future  of  banking  is  in  this  country  and  what  is  happen- 
ing to  the  business  charter  of  banking. 

It  may  very  well  be  that  part  of  this  fragmentation  has,  in  effect, 
ended  up  creating  a  diffusion  of  focus  and  an  over-reliance  on  book- 
keeping as  opposed  to  any  kind  of  strategic  vision  as  to  where  this 
industry  really  fits  in  and  where  it  fits  in  heading  into  the  next 
century. 

And  it  may  well  be,  in  my  mind,  what  I  envision  for  a  Federal 
Banking  Commission,  if  we  don't  get  this  kind,  then  we've  missed 
the  boat  again,  is  a  Commission  that  can  really  help  think  about 
that  question,  and  maybe  help  get  these  kinds  of  issues  up  on  a 
national  radar  screen  and  into  the  debate  so  that  it  either  isn't  a 
tiny  paragraph  on  page  four  of  the  business  section,  if  it  gets  into 
the  newspapers  at  all. 
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So  I  think  there  is  some  potential  value  into  a  properly  devised 
system  and  it's  got  enough  elegance  and  enough  strength,  a  Fed- 
eral Banking  Commission  that  may,  in  fact,  help  deal  with  that 
problem  in  a  way  that  you're  not  getting  now. 

Mr.  Thomas.  I  know  the  Administration  has  pointed  that  out  and 
I  think  that  would  be  a  very  positive  result  if  that  could  be 
achieved — whether  it's  a  single  commission  or  a  commission  with 
the  Federal  Reserve.  But,  certainly,  we  need  to  focus  on  that  and 
through  a  new  Banking  Commission,  I  would  hope  that  that  could 
be  done. 

The  CHAraMAN.  It  seems  to  me  that  the  logic  there  would  be 
that,  let's  say  you're  on  a  Federal  Banking  Commission,  I  would 
think  that  one  of  the  very  first  things  you'd  worry  about  is  whether 
the  part  of  the  economy  over  which  you  have  this  important  re- 
sponsibility is  dwindling  and  shrinking  and  being  sort  of  chipped 
away  from  every  direction. 

I  would  think  that  that  kind  of  a  group,  properly  constructed, 
may  be  the  only  way  you're  going  to  get  to  that  kind  of  issue.  I 
mean  there  are  a  lot  of  other  issues  to  fight  through.  There's 
Bosnia,  and  there's  health  care  reform,  and  so  forth  and  so  on.  If 
you  don't  have  some  real  professionals  that  are  willing  to  devote 
themselves  to  thinking  about  these  questions,  who  does  the  down 
field  blocking? 

Mr.  Thomas.  We  have  proposed  a  financial  services  holding  com- 
pany, that  is,  our  association  has,  that  would  enable  us  to  partici- 
pate competitively  in  other  aspects  of  the  financial  services  indus- 
try while  still  insulating  the  banks  appropriately  for  safety  and 
soundness  reasons. 

But  I  get  the  point.  Who's  going  to  take  up  the  cudgel  on  our  be- 
half? Senator  Braun  has  recommended  a  commission.  We've  had  a 
lot  of  commissions  before.  Maybe  we  need  one  again. 

The  Chairman.  Well,  I  don't  think  it  should  be  just  a  study  com- 
mission. 

Mr.  Thomas.  No,  no. 

The  Chairman.  I  think  it's  a  question  of  you've  got  to  have  a 
kind  of  line  operation  that  can  get  at  this.  I  mean  I  think  now 
we're  suffering  fi-om  a  fi-actured,  diffuse  system,  too  focused  on  the 
past  and  poorly  focused  on  the  future. 

Mr.  Thomas.  I  agree  completely. 

The  Chairman.  Obviously,  we've  got  to  draw  the  lessons  out  of 
the  past,  and  I've  tried  to  do  a  little  bit  of  that  today.  But  if  we 
don't  have  a  future  orientation  here  as  to  where  we're  going,  I 
think  we're  really  missing  the  boat. 

Mr.  Thomas.  I  agree  with  you. 

On  the  question  of  deposit  insurance,  I  think  it  is  an  issue  of  infi- 
nitely greater  importance  to  the  smaller  banks.  I  think  it's  critical 
for  the  foreseeable  future  to  their  success  and  livelihood,  and  it's 
less  a  factor — this  is  more  of  a  personal  observation  at  this  point — 
to  the  very  largest  banks.  Over  some  period  of  time,  there  may  be 
a  way  for  us  to  not  have  to  depend  on  Federal  deposit  insurance 
to  do  our  business. 

The  Chairman.  Interesting. 
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I  want  to  make  sure  everybody  has — I  want  to  finish  on  this 
point  today,  but  I  want  to  be  sure  everybody  else  that  has  a  com- 
ment has  a  chance  to  make  it. 

Mr.  Shivers. 

Mr.  Shivers.  The  constituents  Mr.  Thomas  represents  are  the 
banks  that  are  too  big  to  fail.  The  rest  of  us  want  to  keep  our  FDIC 
insurance,  Mr.  Chairman. 

The  community  banks,  what  we  really  want  for  competitive  envi- 
ronment, Mr.  Chairman,  is  agency  powers  or  agency  status  to  offer 
services  as  a  provider,  like  a  general  insurance  agency  or  some- 
thing. The  bank  pro/ides  the  services,  insurance  services  to  their 
customers. 

And  not  to  get  into  underwriting  and  managing  mutual  funds 
and  so  forth.  But  there  are  many  other  industries  out  there  that 
have  carved  out  a  piece  of  our  business  and  have  taken  some  of  our 
market  share  over  the  vears. 

The  easiest  way  to  do  something  like  that  would  be  to  put  them 
under  the  same  regulations  that  we're  under,  and  they'd  run  from 
that  business. 

This  is  why  they  are  more  competitive  than  we  are.  They  don't 
have  the  tremendous  burden  of  the  cost  of  these  regulations  that 
the  banking  industry  is  suffering  under.  And  so  they  can  be  much 
more  competitive  from  a  rate-wise  environment  and  they  don't 
have  to  meet  all  the  laws  and  all  the  regulations  and  the  other 
problems  we  have,  especially  with  the  EPA  regulations.  It's  not 
part  of  this  hearing,  but  it  is  of  vital  concern  to  the  banking  indus- 
try. But  we  want  to  keep  our  insurance. 

The  Chairman.  Did  you  want  to  add  something? 

Mr.  Pollard.  Senator,  I  actually  already  had  a  chance.  I'll  just 
comment  on  one  last  item. 

Your  turn  to  this  is  something  I  think  is  important.  The  Admin- 
istration proposal,  section  301,  says  "and  regulation  shall  be  craft- 
ed." That's  what  we're  talking  about,  the  opportunity  to  put  some 
of  what  you've  just  said  into  a  proposal  to  make  Federal  Banking 
Commission  multiple,  or  however  it  ends  up,  the  opportunity  to  put 
just  what  you've  been  talking  about — look  into  the  future,  struc- 
ture, shape,  competitiveness — in  that  language.  I  think  it  is  some- 
thing that  would  make  what  is  now  just  a  rough  section  301  into 
something  a  little  more  attractive  and  interesting  to  everyone. 

The  Chairman.  All  right.  We'll  take  a  look  at  that. 

Mr.  GiLLERAN.  Senator,  I  think  that  two  Federal  banking  regu- 
lators would  produce  more  creativity.  And  I  think  the  one  Federal 
bank  regulator  would  end  up  being  a  risk-adverse  organization  and 
would  not  provide  the  creativity  that  we  all  seek. 

The  Chairman.  Well,  you  may  be  right,  but  I  want  to  tell  you 
this.  We've  got  four  now,  and  I  would  say,  why  isn't  the  proof  of 
the  pudding  in  the  eating?  I  mean,  you've  got  four  now  and  one  of 
the  remaining  two,  if  we're  going  to  go  down  to  two,  is  there  now 
and  if  out  of  that  diversity  and  multiplicity  comes  some  great  vir- 
tue, why  aren't  we  seeing  the  virtue?  Why  isn't  the  virtue  manifest 
in  terms  of  a  better  picture  than  we  now  see? 

Mr.  Gilleran.  I  think  the  reason  is  because  if  you  go  to  one  Fed- 
eral bank  regulator,  you  will  destroy  the  dual  banking  system, 
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which  will  eliminate  whatever  creativity  has  come  out  of  the  sys- 
tem. 

The  Chairman.  Well,  we  have  no  intention  of  doing  that.  We're 
not  going  to  design  something  that's  going  to  destroy  the  dual 
banking  system.  That's  not  something  we  want  to  do  or  will  do. 

Let  me  just  say,  I'm  not  convinced  of  the  argument  that  a  single 
banking  commission  destroys  the  dual  banking  system.  I  mean,  you 
put  that  premise  out  there,  and  that's  a  judgment,  and  I  don't 
think  one  follows  from  the  other.  But  the  point  is,  our  intention 
here  is  to  design  something  that  is  going  to  preserve  the  dual  bank- 
ing system. 

Gentlemen,  thank  you  very  much.  You've  been  very  helpful. 

The  Committee  stands  in  recess. 

Let  me  just  reconvene  for  a  moment.  I  received  a  letter  from 
Roger  Altman,  dated  March  2,  1994,  on  the  matters  that  we  talked 
about  at  the  beginning  of  the  hearing,  and  I  want  to  insert  it  in 
the  record  at  this  point. 

The  Chairman.  The  Committee  stands  in  recess. 

[Whereupon,  at  12:25  p.m.,  Thursday,  March  3,  1994,  the  Com- 
mittee was  adjourned,  subject  to  call  of  the  Chair.] 

[Prepared  statements  and  additional  material  supplied  for  the 
record  follow:] 
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PREPARED  STATEMENT  OF  SENATOR  BOXER 

As  I  have  indicated  throughout  the  Committee's  discussion  of  this  issue,  I  support 
reform  of  the  current  Federal  banking  regulatory  system.  I  supp>ort  reform  because 
I  want  to  lessen  the  burden  on  our  institutions.  I  cilso  support  reform  because  a 
clearer  regulatory  system  will  facilitate  the  enforcement  of  laws  that  are  in  place 
to  protect  consumers  and  promote  fair  and  equal  lending  in  our  communities. 

I  commend  the  Chairman  for  holding  this  hearing  to  give  the  industry,  the  regu- 
lated, the  opportunity  to  offer  their  views  as  to  the  best  way  to  reform  the  system. 
I  look  forward  to  hearing  from  our  witnesses  today  so  that  we  may  consider  their 
important  perspective  as  we  develop  our  eventual  proposal  which  I  am  confident 
will  benefit  the  industry,  the  consumer,  and  the  country. 

Thank  you. 


PREPARED  STATEMENT  OF  HOWARD  L.  McMILLAN,  JR. 

on  behalf  of 
The  American  Bankers  Association 

Mr.  Chairman,  I  am  Howard  McMillan,  President  and  COO  of  Deposit  Guaranty 
National  Bank  in  Jackson,  Mississippi,  and  President  Elect  of  the  Ajmerican  Bank- 
ers Association.  The  American  Bankers  Association  is  the  only  national  trade  and 
professional  association  serving  the  entire  bfmking  community,  from  small  commu- 
nity banks  to  large  bank  holding  companies.  ABA  members  represent  approximately 
90  percent  of  the  commercial  banking  industry's  total  assets,  and  about  94  percent 
of  ABA  members  are  community  banks  with  assets  less  than  $500  million. 

I  am  pleased  to  be  here  today  to  present  the  views  of  ABA's  members  on  the  issue 
of  reconfiguring  the  Federal  banking  regulatory  structure.  This  is  an  issue  of  utmost 
importance  to  bankers,  and  one  that  deserves  very  careful  and  deliberate  consider- 
ation. I  would  like  to  congratulate  you,  Mr.  Chairman,  and  Senator  D'Amato  for 
your  leadership  role  in  highlighting  some  of  the  problems  of  the  current  system  of 
bank  regulation  and  examination,  and  in  providing  a  forum  for  a  thorough  discus- 
sion of  the  issues.  We  look  forward  to  working  with  this  Committee,  the  I^gulators, 
and  the  Administration  to  find  a  workable  structure  to  improve  and  streamline  the 
bank  examination  and  supervision  process.  There  are  a  number  of  thorny  issues 
that  need  to  be  worked  out,  but  we  are  ready  to  roll  up  our  sleeves  and  get  to  work 
on  them. 

If  we  were  to  start  from  scratch  to  design  a  bank  re^latory  system,  it  would 
probably  not  look  much  like  the  one  we  have  now.  I  think  we  would  all  agree  it 
doesn't  make  much  sense  to  have  all  four  Federal  regulators  examining  the  same 
banking  organization  for  compliance  with  the  same  laws,  as  is  oflen  the  case  today. 
This  regulatory  overlap  results  in  a  very  costly  burden  on  banking  organizations  m 
terms  of  time  spent  sorting  out  and  complying  with  the  regulatory  interpretations 
of  diflerent  agencies.  Between  multiple  safety  and  soundness  and  compliance  exams, 
many  banking  organizations  have  a  cadre  of  bank  examiners  in  their  institutions 
virtually  year  round.  And  in  addition  to  multiple  exams,  any  actions  that  require 
regulatory  approval  (such  as  branching  or  acquisitions)  are  also  complicated  by  the 
need  to  deal  with  multiple  Federal  agencies. 

As  I  travel  around  the  country  in  my  role  at  the  ABA,  I  hear  many  incredible 
stories  about  multiple  exams  from  bankers.  I  hear  from  small  banks  that  have 
teams  of  examiners,  dmost  as  large  as  their  own  small  staffs,  in  their  banks  for 
weeks  only  to  see  another  team  from  another  regulator  come  a  few  weeks  later.  At 
one  bank,  customers  couldn't  park  in  the  lot  because  of  all  the  examiner's  cars. 

The  current  regulatory  overlap  is  also  costly  in  terms  of  paying  for  unnecessary 
duplication  in  the  regulatory  apparatus  itself.  Maintaining  four  separate  examina- 
tion forces  at  the  Federal  level  is  clearly  an  expensive  exercise  in  redundancy.  And 
the  great  difficulty  and  expense  of  having  four  Federal  regulators  (with  their  teams 
of  lawyers)  negotiate  virtually  every  regulation,  guideline,  etc.,  should  not  be  under- 
estimated. Ana  because  the  banking  industry  foots  the  bill  for  its  examinations  and 
supervision,  bankers  have  a  strong  interest  in  assuring  that  the  system  of  regula- 
tion and  examination  be  as  efficient  as  possible. 

However,  while  we  recognize  that  the  current  regulatory  structure  has  many 
shortcomings,  it  also  has  many  desirable  features  that  work  well  and  should  be  pre- 
served. First  and  foremost  among  these  desirable  features  is  the  dual  banking  sys- 
tem. This  country  has  the  most  diverse  and  competitive  banking  system  in  the 
world — and  the  dual  banking  system  is  a  key  reason  why  we  have  been  able  to  de- 
velop and  maintain  such  a  system. 
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Since  1782,  States  have  chartered  and  regulated  banks.  The  ability  of  States  to 
design  a  State  banking  system  suited  to  the  needs  of  their  citizens  has  facilitated 
the  development  of  a  diverse  and  flexible  banking  system.  Following  the  National 
Bank  Act  in  1863,  the  Federal  Government  also  began  chartering  and  regulating  na- 
tional banks.  The  checks  and  balances  inherent  in  such  a  dual  system  has  fostered 
the  creation  of  an  innovative  network  of  large  and  small  banks  capable  of  respond- 
ing quickly  to  local,  national,  and  international  market  needs;  this  diversity  would 
not  have  occurred  without  real  choice  of  a  charter.  The  200  year  heritage  oi  States' 
involvement  in  banking  is  worth  protecting. 

After  a  ^reat  deal  oi  consideration,  we  nave  come  to  the  conclusion  that  the  con- 
cept of  a  smgle  Federal  regulatory  system,  no  matter  how  it  is  structured,  is  incom- 
patible with  maintaining  the  dual  banking  system.  Collapsing  all  Federal  regulatory 
power  into  one  monolithic  agency  would  eventually  make  the  dual  banking  system 
an  empty  shell — a  State  charter  versus  a  national  charter  would  be  a  distinction 
without  a  difference.  Bank  customers  and  our  economy  will  be  ill-served  if  we  sac- 
rifice the  benefits  of  the  dual  banking  system  in  the  process  of  consolidation. 

Mr.  Chairman,  in  a  perfect  worldj  proposals  for  reconfiguring  the  Federal  bank 
regulatory  agencies  would  be  considered  in  the  context  of  overall  financial  mod- 
ernization. It  is  becoming  more  evident  every  day  that  market  forces  have  simplv 
overrun  the  legal  barriers  that  have  traditionally  separated  financial  service  provid- 
ers. Financial  innovations  such  as  securitization  allow  nonbank  firms  to  offer  prod- 
ucts virtually  identical  to  bank  products.  In  light  of  these  revolutionary  chants  in 
financial  markets,  the  legal  and  regulatory  structure  which  now  constrains  the  roles 
of  all  financial  service  providers  must  be  reassessed.  It  would  certainly  make  a  great 
deal  of  sense  to  look  at  industry  modernization  and  reorganization  oi  the  regulatory 
agencies  together. 

But  the  real  world  is  not  a  perfect  place,  and  we  don't  always  have  the  luxury 
of  choosing  when  we  can  address  a  particular  issue.  The  fact  is  that  proposals  for 
agency  restructuring  are  on  the  table  now — and  that  means  that  we  have  me  oppor- 
tunity to  make  improvements  to  the  existing  regulatory  system  now.  Howevc,  we 
must  all  work  together  to  assure  that  proposals  to  change  the  bank  regulatory  struc- 
ture are  sufficiently  flexible  to  accommodate  industry  modernization.  Failure  to  do 
so  will  surely  mean  that  we  will  have  to  revisit  this  issue  again  in  the  near  future. 

Principles  for  Judg^ing  Reform  Proposals 

The  ABA's  Board  of  Directors  and  Government  Relations  Council  met  recently  to 
consider  agency  consolidation  proposals.  These  two  bodies,  which  include  over  100 
bankers,  represent  large  and  small  banks  serving  urban  and  rural  markets  across 
the  country.  Based  on  their  deliberations,  ABA  developed  six  criteria  against  which 
any  consolidation  proposal  should  be  judged.  I  would  lake  to  share  these  six  criteria 
with  the  Committee  tnis  morning. 

1.  The  Proposal  Must  Protect  the  Dual  Banking  System 

The  dual  banking  system  embodies  the  balemce  between  State  and  national  inter- 
ests. It  has  served  our  Nation's  economy  well  by  providing  flexibility  and  allowing 
innovation  that  are  the  bulwarks  of  a  healthy  banking  system. 

Maiw  things  that  are  commonplace  in  our  banking  system  today  are  a  direct  re- 
sult of  innovations  at  the  State  level.  For  example,  NOW  accounts,  which  enable 
consumers  to  earn  interest  on  transactions  balances,  were  pioneered  by  a  State- 
chartered  Massachusetts  bank.  The  variable  rate  mortgage,  which  has  dearly  been 
a  tremendous  benefit  to  consumers  by  increasing  the  options  available  for  financing 
the  purchase  of  a  home,  is  another  example  oT  State  innovation.  Even  interstate 
banking,  on  which  this  Committee  just  last  week  took  such  sigTiificant  action,  owes 
its  beginnings  to  State  bank  regulators — it  was  the  State  of  Maine  that  took  the 
first  step  by  allowing  out-of-State  bank  holding  companies  to  acquire  banks  in 
Maine,  "rhat  concept  has  now  spread  to  the  point  where  49  States  allow  interstate 
banking — some  on  a  regional  basis,  most  on  a  nationwide  basis.  Furthermore,  im- 

Srovements  in  examination  techniques,  examiner  training,  and  bank  regulations 
ave  resulted  from  the  dual  banking  system. 

We  do  not  believe  the  creativity  of  the  dual  banking  system  can  survive  with  a 
single  Federal  regulator.  Maintaining  healthy  competition  among  Federal  regulators 
by  giving  banks  a  meaningful  alternative  in  their  choice  of  charter  will  help  to 
guard  against  overly  rigid  and  inflexible  Federal  regulation.  With  a  single  regulator, 
where  is  the  incentive  Tor  efficiency  and  cost  control?  Where  is  the  incentive  to  pro- 
vide flexible  and  reasonable  regulation?  To  be  blunt,  where  is  the  incentive  to  resist 
bureaucratic  featherbedding  and  maintain  high-quality  examiners? 

I  know  that  some  will  characterize  the  current  structure  as  "competition  in  lax- 
ity." Mr.  Chairman,  bankers  rely  on  public  confidence,  and  they  know  well  that  it 
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is  not  in  the  best  interest  of  the  public  or  the  industry  to  have  lax  regulation  or 
to  permit  banks  to  engage  in  unsafe  or  unsound  practices.  After  all,  we  bankers 
have  paid  every  penny  oi  the  cost  of  bank  failures  and  are  currently  paying  very 
high  premiums  to  rebuild  our  insurance  fund. 

We  understand  that  establishing  the  proper  regulatory  bdance  is  both  important 
and  difficult.  But  we  believe  that  this  balance  is  more  likely  to  result  from  a  system 
that  allows  for  flexibility  and  choice  than  from  one  that  vests  all  power  in  a  single 
agency.  Our  free  market  economy  is  based  on  the  principle  of  competition.  It  is  rare 
that  the  market  discipline  which  keeps  the  private  economy  healthy  is  found  in  a 
Government  bureaucracy.  Let  us  not  destroy  this  worthy  attribute  by  creating  a 
monolithic  and  monopolistic  regulator. 

It  is  also  worth  remembering  that  the  S&L  industry,  which  suffered  probably  the 
worst  regulatory  failure  in  history,  had  a  single  Federal  regulator. 

2.  The  Proposal  Must  Result  in  Significant  Cost  Savings  and 
Less  Regulatory  Duplication 

One  of  the  most  important  goals  of  proposals  for  agency  consolidation  is  to 
streamline  the  system  by  reducing  unnecessary  duplication  of  regulation  and  exam- 
ination. For  many  banking  organizations,  such  streamlining  should  reduce  both  the 
cost  and  the  loss  of  management  time  involved  in  exanunations.  As  the  system 
works  today,  bank  holding  companies  that  have  both  State  and  federally<hartered 
institutions  may  be  examined  by  as  many  as  four  Federal  regulators.  One  simple 
solution  to  this  problem  is  to  place  supervision  and  examination  authority  for  the 
holding  company  and  its  insured  subsidiaries  with  one  Federal  agency.  Clearly,  ac- 
complishing this  change  does  not  require  that  there  be  a  single  Federal  regulator — 
just  that  there  be  one  Federal  regulator  f)er  banking  organization. 

Before  any  consolidation  plan  is  approved,  bankers  would  like  to  see  reasonable 
evidence  that  it  will  result  in  significant  and  demonstrable  savings.  This  is  nothing 
more  than  any  enterprise  would  require  before  entering  into  a  merger  agreement 
in  the  private  sector.  As  we  go  about  "re-inventing"  Government,  it  is  particularly 
important  to  apply  this  basic  business  principle  because  the  incentives  in  merging 
Government  agencies  are  often  directed  at  merging  budgets  and  staff  rather  than 
reducing  costs. 

It  goes  without  saving  that  cost  savings  should  not  come  at  the  expense  of  indus- 
try safety  and  sounmiess.  However,  we  are  confident  that  effective  streamlining  can 
be  designed  that  will  increase  safety  and  soundness,  not  decrease  it. 

3.  Consolidation  Must  Not  Lead  to  a  Merger  of  the  Deposit 
Insurance  Funds 

The  banking  industry  is  opposed  to  a  merger  of  the  Bank  Insurance  Fund  (BIF) 
and  the  Savings  Association  Insurance  Fund  (SAIF).  Bank  premiums — not  the  tax- 
payer— have  covered  every  single  cent  of  the  cost  of  every  commercial  bank  faUure 
since  the  FDIC  was  created  in  1933. 
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Our  industry  has  just  worked  through  several  difTicult  years.  As  the  above  chart 
shows,  the  banking  industry  has  covered  the  cost  of  over  1,400  bank  failures  during 
the  past  10  years.  The  BIF  balance  is  rising  rapidly  as  a  result  of  bank  premium 
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payments,  which  are  currently  set  at  many  times  the  premium  normal  rate,  and  re- 
capture of  excess  reserves.  The  fund  balance  now  exceeds  $13  billion  even  after  re- 
serves for  future  losses  are  subtracted.  We  expect  the  BIF  to  reach  the  statutorily 
mandated  level  of  1.25  percent  of  insured  deposits  by  1996. 

The  S&L  disaster  has  already  had  a  very  negative  impact  on  banks  due  to  the 
market  distortions  caused  by  the  continued  operations  of  insolvent  thrifts  and  com- 
petition from  hundreds  of  Government-run  S&L's  which  should  have  been  shut 
down.  It  would  be  patently  unfair  to  saddle  the  banking  industry  with  paying  pre- 
miums for  the  problems  oi  the  thrift  industry,  and  we  will  oppose  any  consolidation 
proposal  that  would  do  so. 

4.  The  Proposal  Should  Include  Credit  Unions 

Many  credit  unions  are  no  longer  Mom  and  Pop  organizations.  They  have  become 
full-service  financial  service  providers;  in  fact,  in  many  markets,  credit  unions  are 
larger  and  offer  more  services  than  the  banks  with  which  they  compete.  If  one  of 
the  goals  of  agency  consolidation  is  to  ensure  a  more  uniform  system  of  regulation 
and  supervision  among  depository  institutions,  credit  unions  should  be  incmded  in 
the  proposal.  Shouldnt  credit  unions  be  held  to  the  same  high  standards  of  bank 
supervision?  Is  there  any  less  commitment  on  the  part  of  the  Government  to  assure 
safe  and  sound  practices  for  credit  unions  than  for  tanks  and  thrifts? 

5.  Bank  Regulation  and  Supervision  Should  be  as  Indepe?«)ent  as  Possible 
The  banking  industry  is  the  central  compxjnent  of  our  financial  system — in  fact, 

banks  are  the  single  most  important  supplier  of  credit  to  the  U.S.  economy.  Bank 
loans  to  businesses,  consumers  and  State  and  local  governments  support  job  cre- 
ation and  economic  growth.  In  addition,  banks  tire  often  the  backup  source  of  credit 
to  other  lenders.  Because  of  the  pivotal  role  banks  play,  it  is  critical  that  they  be 
insulated  from  political  pressures.  If  banks  are  to  fulfill  their  role  as  providers  of 
credit  and  other  vital  financial  services,  they  must  be  free  to  respond  to  market  con- 
ditions— they  must  not  be  subjected  to  the  pressures  of  political  credit  allocation.  We 
also  believe  that  an  independent  regulatory  system  is  the  best  way  to  ensure  safety 
and  soundness  is  not  compromised. 

6.  The  Federal  Reserve  Plays  an  Important  Role  in  the  Economy 

The  Federal  Reserve  is  largely  responsible  for  maintaining  economic  stability  in 
this  country.  As  part  of  this  role,  the  Fed  sets  and  implements  monetary  policy, 
oversees  the  integrity  of  the  payments  system,  and  acts  as  a  crisis  counselor  and 
coordinator  to  the  financial  system  during  times  of  economic  turmoil. 

In  each  of  these  roles,  the  Fed  works  closely  with  the  banking  system.  In  the 
conduct  of  monetary  policy,  banks  are  a  critical  link  between  the  Fed  and  the 
economy  at  large.  This  close  relationship  between  the  banking  system  and  the  Fed 
has  served  our  economv  well.  We  need  to  be  careful  not  to  disrupt  this  inter-de- 
pendency by  isolating  the  Fed  from  the  banking  industry. 

Mr.  Chairman,  the  complexity  of  the  current  system  means  that  restructuring 
agency  responsibilities  will  not  be  a  simple  task.  The  potential  for  unintended  con- 
sequences is  great — and  because  banks  play  such  a  critical  role  in  financing  eco- 
nomic growth,  the  repercussions  of  these  unintended  consequences  would  be  felt 
throughout  the  economy. 

Our  point  is  certainly  not  that  there  should  be  no  change,  but  that  we  must  move 
carefully — we  must  set  achievable  goals  that  will  increase  efficiency  without  sacrific- 
ing those  elements  of  the  existing  structure,  particularly  the  dual  banking  system, 
that  help  make  our  banking  system  both  fiexible  and  resp»nsive  to  the  demands  of 
a  diverse  and  growing  economy.  We  also  believe  it  is  important  to  develop  as  broad 
a  consensus  as  possible  so  that  the  transition  to  the  new  structure  is  smooth  and 
not  undermined  oy  in-fighting  and  second  guessing. 

I  would  like  to  add  one  brief  comment  on  the  relationship  between  agency  consoli- 
dation and  the  regulatory  burden.  While  duplicative  regulation  certainly  contributes 
to  the  banking  industry's  regulatory  burden,  unsnarling  the  current  regulatory  tan- 
gle does  not  fully  adc&ess  the  larger  problem  of  overregulation  and 
micromanagement  of  banking  organisations.  Over  the  past  few  years,  the  industry 
has  been  virtually  buried  in  an  avalanche  of  new  regulations — tnere  is  little  doubt 
that  the  biggest  part  of  the  regulatory  burden  on  banks  stems  not  from  too  many 
regulators,  out  from  too  many  regulations.  This  problem  can  not  be  solved  by  regu- 
latory consolidation  alone.  The  legislation  this  Committee  reported  late  last  year  to 
reduce  unnecessary  red  tape  is  a  good  start,  but  we  hope  more  can  be  done  as  we 
go  forward. 

We  look  forward  to  working  with  this  Committee,  the  regulators  and  the  Adminis- 
tration to  identify  ways  in  which  we  can  make  improvements  to  the  existing  regu- 
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latory  system.  We  appreciate  your  leadership  on  this  issue,  and  will  be  glad  to  an- 
swer any  questions  you  may  have. 


PREPARED  STATEMENT  OF  RICHARD  L.  THOMAS 

on  behalf  of 
The  Bankers  Roundtable 

Mr.  Chairman  and  Members  of  the  Committee,  I  am  Richard  L.  Thomas,  Chair- 
man and  Chief  Executive  Officer  of  First  Chicago  Corporation,  headquartered  in 
Chicago,  Illinois  and  President  of  The  Bankers  Roundtable.  I  am  appearing  today 
on  behalf  of  The  Bankers  Roundtable,  which  was  formed  in  mid-1993  oy  the  merger 
of  the  Association  of  Reserve  City  Bankers  and  the  Association  of  Bank  Holdmg 
Companies.  The  Roundtable  membership  is  compwsed  of  the  Nation's  major  banking 
companies.  The  highest-ranking  executives  of  those  companies  serve  as  representa- 
tives to  the  Rounotable.  Our  member  companies  hold  approximately  70  percent  of 
the  Nation's  commercial  bank  deposits,  operate  in  virtually  every  State  and  employ 
almost  one  million  individuals. 

First  Chicago  Corporation  is  subject  as  a  holding  company  to  the  regulation  and 
supervision  of  the  FederaJ  Reserve  Board  through  tne  Federal  Reserve  Bank  of  Chi- 
cago. Two  of  its  three  largest  subsidiaries  are  national  banks,  regulated  and  super- 
vised by  the  Office  of  the  Comptroller  of  the  Currency  (OCC).  The  third  subsidiary 
is  a  bank  holding  company,  supervised  by  the  Federal  Reserve  Board  with  banking 
subsidiaries  supervised  by  the  OCC.  All  these  banks  are  also  subject  to  supervision 
by  the  Federal  Deposit  Insurance  Corporation  (FDIC)  which  insures  the  deposits 
they  maintain.  In  addition,  we  are  involved  in  several  other  businesses,  whicn  be- 
cause of  banking  law,  must  be  conducted  through  nonbanking  subsidiaries  of  the 
Corporation.  These  include: 

•  A  trust  company  chartered  in  New  York,  regulated  and  supervised  by  both  the 
Federal  Reserve  and  New  York  State  banking  authorities. 

•  A  mortgage  servicing  subsidiary  historically  regulated  and  supervised  by  the  Fed- 
eral Reserve,  but  recently  also  examined  by  the  OCC. 

•  Capital  markets  subsidiaries,  regulated  and  supervised  by  the  Federal  Reserve, 
the  OCC,  National  Association  of  Securities  Dealers  (NASD)  and  the  Commodities 
Futures  Trading  Commission  (CFTC). 

•  Venture  capital  subsidiaries,  now  regulated  and  supervised  by  both  the  Federal 
Reserve  and  the  OCC,  as  well  as  the  State  of  Dhnois  and  one  of  them  by  the 
Small  Business  Administration  (SBA). 

In  addition,  while  First  National  Bank  of  Chicago  is  regulated  and  supervised  by 
the  OCC,  its  international  (Edge  Act)  banking  subsidiaries  are  regulated  and  super- 
vised by  the  Federal  Reserve. 

As  the  Chief  Executive  Officer  of  a  large  and  diversified  banking  company,  I  obvi- 
ously have  a  keen  interest  in  the  issue  of  bank  regulatory  reform.  As  important  as 
this  issue  may  be,  however,  the  issue  of  fundamental  and  comprehensive  reform  of 
the  banking  system  is  even  more  important.  That  issue  should  logically  be  ad- 
dressed first  before  any  reform  of  the  bank  regulatory  structure  is  undertaken. 

Having  said  that,  it  is  clear  that  the  current  bank  regulatory  structure  is  unneces- 
sarily complicated,  redundant,  and  duplicative.  The  membership  of  The  Bankers 
Roundtable  believes  that  there  are  changes  that  can  and  should  be  made  to  stream- 
line the  Federal  banking  regulatory  and  supervisory  system  and  make  it  more  re- 
sponsive to  the  regulatory  and  competitive  challenges  facing  banking  today.  This 
can  be  done  while  still  maintaining  the  safety  and  soundness  of  the  banking  system. 

These  changes  would  represent  a  positive  contribution  the  Committee  could  make 
to  improving  tne  operating  efficiencies  of  the  Nation's  banking  system.  The  Commit- 
tee has  clearly  made  a  very  important  contribution  in  this  direction  by  approving 
an  interstate  banking  bill.  The  Bankers  Roundtable  congratulates  the  Coomiittee 
for  its  actions,  and  appreciates  in  particular  the  leadership  of  the  Chairman,  the 
Ranking  Republican  Member,  and  Senator  Dodd  in  securing  the  Committee's  ap- 
proval of  this  important  legislation.  This  is  a  crucial  step  in  allowing  the  Nations 
banking  system  to  better  serve  the  public. 

In  similar  fashion,  appropriate  changes  in  the  bank  regulatory  system  would  also 
allow  the  banking  system  to  better  s^rve  the  public.  The  letter  of  invitation  from 
the  Chairman  and  Ranking  Republican  Member  asked  for  the  Roundtable's  assess- 
ment of  the  advantages  in  reorganizing  the  banking  regulatory  system  and  how  a 
new  Federal  banking  agency  should  be  properly  structured.  We  commend  the  Com- 
mittee for  its  interests  in  this  important  subject.  This  issue  has  been  given  top  pri- 
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ority  by  the  Roundtable  membership  and  staff  over  the  past  several  months.  My 
statement  today  represents  the  Roundtable's  consensus  on  the  issue  at  this  time. 

The  Need  for  Regulatory  Reform 

The  Bankers  Roundtable  believes  that,  as  with  interstate  banking,  the  time  has 
come  to  reform  our  Federal  banking  regulatory  and  supervisory  structure.  Con- 
sequently, The  Bankers  Roundtable  seeks  to  work  with  the  Committee,  the  Admin- 
istration, and  the  banking  regulators  to  develop  a  workable  reform  plan. 

As  the  Committee  Members  know,  the  Treasury  Department  and  the  Federal  Re- 
serve Board  have  put  forward  alternative  proposals  lor  revising  the  current  bank 
regulatory  system.  Each  alternative  has  its  supporters  in  Congress.  The  Committee 
Chairman  and  Ranking  Republican  Member  have  put  forward  their  own  proposal 
(S.  1633). 

The  Bankers  Roundtable  has  met  with  officials  of  both  the  Treasury  Department 
and  the  Federal  Reserve  Board  to  discuss  their  proposals  in  considerable  detail.  The 
Roundtable  informed  both  the  Treasury  Department  and  the  Federal  Reserve  Boeu-d 
that  there  are  significant  issues  of  concern  to  the  Roundtable  membership  in  both 
proposals.  The  Administration  plan  is  viewed  as  too  disruptive  to  the  current  system 
of  State-chartered  and  federally-chartered  banks.  The  Federal  Reserve  Boards  pro- 

f)08al  is  viewed  as  possibly  going  beyond  its  stated  need  to  supervise  banks  for  regu- 
atory,  monetary  policy,  and  payments  system  purposes. 

The  Roundtable,  however,  believes  that  the  proposals  of  the  Treasury  Department 
and  the  Federal  Reserve  Board  can  provide  the  oasis  for  a  solution  that  would  re- 
spect our  State  and  national  banking  systems  while,  at  the  same  time,  achieving 
a  meaningful  and  realistic  streamlining  of  the  Federal  banking  agencies.  The  Bank- 
ers Roundtable  joined  the  American  Bankers  Association  in  calling  on  both  the 
Treasury  Department  and  the  Federal  Reserve  Board  to  develop  a  common  ap- 
proach. 

Reform  of  the  regulatory  structure  is  important  for  two  major  reasons. 

First,  regulatory  reform  can  and  should  give  the  Federal  banking  agencies  the 
flexibility  to  adapt  to  the  changes  underway  in  the  marketplace  ana  to  facilitate  a 
much-needed  modernization  of  banking  in  the  near  future.  The  business  of  banking 
has  changed  dramatically  in  recent  years.  Banking  companies  are  now  engaged  in 
a  wide  range  of  banking  and  nonbanking  activities  unheard  of  when  the  current  reg- 
ulatory structure  was  devised.  Furthermore,  the  lines  between  traditional  banking 
products  and  other  financial  instruments  are  increasingly  blurred. 

The  future  of  the  Nation's  banking  system  is  ultimately  dependent  on  the  mod- 
ernization of  the  Nation's  banking  laws.  Those  laws  control  both  the  banking  regu- 
latory structure  and,  more  importantly,  the  competitive  structure  for  banks.  rdeaJly, 
we  would  like  the  Committee  to  address  both  of  these  issues.  Even  more  ideally, 
a  modernization  of  laws  and  regulations  allowing  banking  to  be  more  competitive 
and  efficient  would  precede  a  restructuring  of  the  bank  regulatory  system. 

Second,  reform  of  the  bank  regulatory  system  is  important  because  there  has  been 
a  virtual  explosion  in  compliance  requirements  for  banking  dictated  bv  laws  such 
as  the  Financial  Institutions  Reform,  Recovery,  and  Enforcement  Act  of  1989 
(FIRREA)  and  the  Federal  Depxjsit  Insurance  Corporation  Improvement  Act  of  1991 
(FDICLA).  Congress  imposed  these  requirements,  in  part,  because  it  had  grown 
skeptical  of  the  ability  of  the  Federal  regulators  to  maintain  the  safety  and  sound- 
ness of  the  Nation's  banks  and  savings  associations.  We,  of  course,  need  a  regu- 
latory structure  in  which  the  Congress,  the  industry,  and,  importantly,  the  Amer- 
ican public  have  confidence.  Such  a  structure  would  permit  the  rationalization  of 
some  of  the  more  burdensome  compliance  provisions  Congress  felt  compelled  to  im- 
pose on  our  industry. 

In  our  discussions  of  the  issue  of  bank  regulatory  structure,  it  quickly  became  ap- 
parent that  the  issue  of  reform  is  highly  complex.  Its  complexity  reflects,  in  large 
part,  deeply  held  and  often  disparate  views  regarding  the  proper  regulation  of  banks 
and  bank  holding  companies  by  the  States  and  the  Federal  Government.  Many  of 
these  views  are  perfectly  valid,  but  they  also  are  vew  difficult  to  reconcile.  Exam- 
ples of  such  views  are:  The  need  to  have  different  Federal  regulators  for  Federal 
and  State  banks  in  order  to  foster  the  innovation  that  is  a  hallmark  of  our  dual 
banking  system;  the  need  to  have  our  central  bank — the  Federal  Reserve  System — 
meaningfully  involved  in  bank  supervision  because  of  the  vital  role  the  banking  sys- 
tem plays  in  ensuring  economic  growth  and  stability;  the  need  for  some  element  of 
accountability  to  the  Executive  Branch  of  our  Government,  while  insulating  regu- 
lators from  political  influence;  and  the  need  for  smaller.  State  nonmember  banks  to 
have  their  own  knowledgeable  Federal  regulator. 

These  pre-existing  views  make  it  impossible  to  start  with  a  clean  slate  and  draft 
an  elegant  new  regulatory  structure.  In  order  to  move  forward,  therefore,  we  must 
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be  able  to  distinguish  between  what  is  critical  to  our  present  structure,  and  what 
can  and  should  be  changed. 

Six  Principles  for  Regulatory  Reform 

As  a  first  step  toward  reshaping  the  current  banking  regulatory  and  supervisory 
structure,  The  Bankers  Roundtable  has  established  a  set  of  principles  that  reflect 
our  membership's  concerns  and  objectives.  I  have  already  stated  our  first  principle, 
which  is  that  the  status  quo  is  unacceptable  and  that  we  welcome  this  effort  by  the 
Committee  to  crail  a  new  structure. 

Second,  The  Bankers  Roundtable  believes  that  significant  administrative  effi- 
ciencies can  be  achieved  through  regulatory  reform  and  we  hope  that  it  mav  be  p»s- 
sible  for  all  of  the  parties  involved — the  Congress,  the  Administration,  the  regu- 
lators, and  the  industry — to  find  ways  of  achieving  those  efficiencies.  The  Bankers 
Roundtable  looks  forward  to  participating  in  that  process. 

Third,  we  believe  that  reform  of  the  Federal  banking  regulatory  and  supervisory 
system  should  lead  to  reduced  costs  in  banking  regulation  while  improving  the  effec- 
tiveness of  the  bank  regulatory  and  supervisory  system. 

Fourth,  we  believe  the  Federal  banking  regulatorv  and  supervisory  system  should 
be  revised  in  a  way  that  ensures  an  appropriate  balance  between  the  surviving  Fed- 
eral agencies  and  our  system  of  State  and  Federal  regulation. 

Fifth,  we  believe  there  should  be  a  continuing  role  for  State  bank  supervisors,  for 
the  Comptroller  of  the  Currency  (or  a  new  Federal  Banking  Commission  (FBC))  and 
for  the  Federal  Reserve. 

Finally,  we  believe  that  any  new  Federal  bank  regulatory  agency,  in  both  its  de- 
sign ana  operation,  should  be  insulated  from  political  forces  to  the  maximum  extent 
possible. 

The  Bankers  Roundtable  commends  to  the  Committee  Members  these  important 
principles. 

Some  Possible  Approaches 

With  the  principles  we  have  outlined  in  mind,  I  would  like  to  address  their  impli- 
cations for  some  of  the  key  elements  of  the  regulatory  reform  proposals  now  under 
consideration. 

First,  like  others,  we  think  it  is  clear  that  the  OfTice  of  Thrift  Supervision  (OTS) 
should  be  merged  with  the  OCC,  presumably  to  form  a  new,  independent  Federal 
Banking  Commission  (FBC).  Indeed,  we  believe  that  there  is  near,  if  not  complete, 
unanimity  on  the  desirability  of  this  steo.  There  should  not  be  a  merger,  however, 
of  the  Bank  Insurance  Fund  (BIF)  ana  the  Savings  Association  Insurance  Fund 
(SAIF). 

Another  step  that  we  think  clearly  is  desirable,  and  we  think  most  others  also 
recognize  to  be  desirable,  is  the  removal  of  the  Federal  Deposit  Insurance  Corpora- 
tion (FDIC)  from  its  current  role  as  primary  Federal  supervisor  of  State  nonmember 
banks.  This  would  eliminate  the  inherent  conflict  of  mterest  that  the  FDIC  cur- 
rently faces  as  both  a  regulator  and  an  insurer.  The  FDIC's  regulatory  and  super- 
visory authority  should  be  reduced  to  backup  authority  in  troubled  or  failing  institu- 
tions. 

In  moving  beyond  these  initial  two  steps,  however,  we  recognize  there  is  less 
agreement  on  what  should  be  done  to  restructure  the  regulatory  process.  Nonethe- 
less, there  may  be  some  additional  areas  where  real  progress  could  be  made  and 
where  agreement  may  now  be  achievable. 

Clearly,  duplication  and  redundancy  of  examinations  bv  regulatory  agencies 
should  be  eliminated.  A  logical  step  in  this  direction  would  be  to  ensure  that  each 
bank  holding  company  (and  its  suosidiaries)  be  primarily  responsible  to  only  one 
Federal  banking  agency  with  examination  and  supervisory  authority. 

The  appropriate  roles  for  the  principal  Federal  banking  agencies,  as  well  as  for 
State  agencies,  also  need  to  be  addressed.  These  matters,  nowever,  are  highly  com- 
plex and  require  careful  analysis,  given  the  nature  of  the  U.S.  system  of  State  and 
nationally-chartered  banks. 

We  believe  there  should  be  a  continuing  role  for  both  the  Federal  Reserve  and 
a  Federal  Banking  Commission  in  banking  regulation  and  supervision.  The  Federal 
Reserve  should  retain  its  current  role  as  the  rulemaking  authority  for  bank  holding 
companies.  The  Federal  Reserve  should  also  have  regulatory  responsibility  for  a  suf- 
ficiently large  number  of  representative  banks  to  enable  it  to  carry  out  its  roles  in 
monetary  policy,  the  economy,  and  the  payments  system  most  effectively.  The  extent 
of  the  Federal  Reserve's  supervisory  and  examination  authority  over  individual 
banking  companies  should  be  determined  on  the  basis  of  criteria  for  those  compa- 
nies such  as  their: 

(1)  size  and  geographic  location; 
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(2)  importance  to  international,  national,  regional,  and  local  economies; 

(3)  role  in  the  payments  system; 

(4)  nature  of  nonbank  activities;  and 

(5)  charter. 

Finally,  and  certainly  not  to  be  ignored  in  the  present  debate,  is  the  crucial  issue 
of  a  single  Federal  regulator.  Our  membership  feels  very  strongly  that  there  are 
major  problems  and  disadvantages  in  such  an  approach.  Other  steps  could  be  taken 
short  of  that  which  would  represent  real  progress — real  progress  we  should  be  able 
to  make  now.  I  hope  we  do. 

An  Even  More  Important  Step 

While  the  Roundtable's  members  are  anxious  to  see  progress  made  in  the  area 
of  regulatory  consolidation,  we  believe,  as  noted  earlier,  that  an  even  more  impor- 
tant step  is  the  modernization  of  the  basic  laws  under  which  our  Nation's  financial 
institutions  operate.  As  is  the  case  with  our  current  regulatory  structure,  these  laws 
were  crafted  at  another  time  to  address  another  set  of  problems.  Just  as  our  regu- 
latory structure  is  out  of  date  and  ill-suited  to  today's  marketplace,  so  too  are  the 
Bank  Holding  Company  Act  and  the  Glass-Steagall  Act. 

We  would  nope,  therefore,  that  the  Committee  not  lose  sight  of  the  need  for  appro- 
priate changes  to  our  basic  banking  laws.  For  example,  we  would  urge  the  Commit- 
tee to  streamline  the  procedures  for  bank  holding  companies  to  engage  in  new  non- 
banking  activities;  to  create  a  standard  for  permissible  nonbanking  activities  that 
acknowledges  the  integration  of  financial  marlcets,  the  impact  of  technological  devel- 
opments and  new  competitive  realities;  and  to  revise  the  cross-marketing  rules  to 
enable  institutions  to  market  products  and  services  more  efTiciently  to  customers. 

Thank  you  for  the  opportunity  to  appear  here  today. 


PREPARED  STATEMENT  OF  JAMES  E.  GILLERAN 

on  behalf  of 
The  Conference  of  State  Bank  Supervisors 

Thank  you,  Mr.  Chairman  and  Members  of  the  Committee.  I  am  Jim  Gilleran  and 
I  am  the  Superintendent  of  Banks  for  the  State  of  California.  I  am  testifying  today 
on  behalf  of  the  Conference  of  State  Bank  Supervisors  where  I  serve  as  Chairman. 
I  appreciate  the  opportunity  to  discuss  with  you  the  issue  of  restructuring  the  Fed- 
eral oank  regulatory  agencies. 

The  Conference  of  State  Bank  Supervisors  is  the  professional  association  of  State 
officials  that  charter,  examine,  supervise,  and  regulate  the  nearly  7,700  State 
banks.  We  work  in  cooperation  with  the  Federal  Deposit  Insurance  Corporation  and 
the  Federal  Reserve  System,  which  provide  Federal  oversight  of  State  banks. 

Restructuring  the  Federal  banking  agencies  will  have  a  profound  impact  on  the 
regulation  of  State<hartered  banks  and  on  the  dual  banking  system.  As  you  know. 
State  bank  supervisors  work  closely  with  the  Federal  Deposit  Insurance  Corporation 
(FDIC)  and  the  Federal  Reserve  System  (Fed)  in  supervising  State  banks  and  their 
holding  companies.  Through  these  cooperative  efforts,  the  State  banking  system  con- 
tinues to  lead  other  types  of  depository  institutions  in  all  measures  of  safety  and 
soundness  such  as  capital  ratios  and  failure  rates. 

At  the  end  of  the  third  quarter.  State  banks  held  $1.57  trillion  in  assets  and  $1.15 
trillion  in  deposits.  State  banks  as  a  whole  continued  to  be  well  capitalized  and  prof- 
itable. State  banks  have  an  aggregate  capital  ratio  of  8.14  percent.  This  rate  com- 
pares favorably  to  the  7.8  percent  capital  ratio  of  national  banks.  Only  41  banks 
failed  in  1993.  Failed  State  banks  made  up  18  of  this  total.  This  brings  the  failure 
rate  for  State  banks  below  the  one  quarter  of  1  percent  mark,  the  lowest  it's  been 
in  10  years.  We  have  no  reason  to  telieve  that  the  downward  trend  in  State  bank 
failures  will  not  continue  (See  Attachment  A).  Throu^out  the  turbulent  1980's, 
fewer  State  banks  failed  and  those  that  did  fail  cost  the  FDIC  less  than  their  feder- 
ally-chartered counterparts. 

Because  of  the  significant  impact  of  agency  restructuring  on  the  financial  system, 
any  reform  must  be  approached  with  caution.  Any  proposed  structure  must  be  thor- 
ourfily  studied  to  assure  it  meets  the  goals  of  restructuring,  while  not  resulting  in 
unmtended  consequences  that  may  severely  impact  our  financial  system.  This  en- 
deavor does  not  entail  simply  moving  boxes  around  on  a  chart.  The  resulting  super- 
visory system  will  dictate  both  the  soundness  of  the  industry  and  the  industry's 
ability  to  meet  future  challenges  and  competition. 
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Over  the  last  50  years,  numerous  recommendations  have  been  proposed  by  var- 
ious Presidential  commissions,  private  sector  groups  and  elected  officials,  each  ad- 
vancing a  different  bank  regulatory  structure.  We  nave  attached  a  chart  highlight- 
ing the  recommendations  of  each  (See  Attachment  B).  This  chart  shows  that  while 
there  has  long  been  a  consensus  that  regulatory  restructuring  of  the  banking  indus- 
try would  be  Deneficial,  there  has  not  been  a  consensus  on  the  best  way  to  achieve 
this  end. 

In  restructuring  the  Federal  banking  agencies,  the  resulting  system  must  meet 
three  goals.  First,  any  new  system  must  improve  the  supervision  of  depository  insti- 
tutions. Second,  the  restructuring  should  eluninate  unnecessaiy  overlapping  respon- 
sibilities. Finally,  the  structure  chosen  must  create  an  environment  of  creativity  and 
responsiveness  for  both  the  institutions  and  the  supervisors.  While  easy  to  state, 
these  goals  prove  much  more  difficult  to  achieve. 

In  addition,  several  constraints  face  any  restructuring  proposal.  Any  restructuring 
proposal  should  not  place  greater  risk  on  the  deposit  insurance  system  or  on  the 
payment  system.  The  Fed's  ability  to  conduct  monetary  policy  must  not  be  hindered, 
r  intdly,  any  restructuring  proposal  should  not  damage  tne  dual  banking  system. 

A  number  of  witnesses  will  discuss  the  impacts  oi  various  restructunnf  proposals 
on  the  payment  system  and  on  the  conduct  of  monetary  policy.  Rather  than  rehash 
these  arguments,  I  would  like  to  focus  my  comments  ta<lay  on  the  remaining  two 
concerns:  The  dual  banking  system  and  the  deposit  insurance  system. 

The  term  "dual  banking^  is  used  to  describe  a  unique  manifestation  of  federalism 
that  exists  in  our  financial  system.  Like  many  terms,  dual  banking  means  different 
things  to  different  people.  At  its  core,  dual  banking  entails  the  States  and  the  Fed- 
eral Government  independently  chartering,  examining,  and  supervising  banks.  It 
also  incorporates  the  concept  that  banking  institutions  can  freely  choose  between  a 
State  or  national  charter.  The  national  banking  system  and  the  State  banking  sys- 
tem have  characteristics  that  meet  various  needs  of  institutions.  As  these  character- 
istics change  or  as  the  institutions  change,  banks  will  convert  to  the  other  charter 

What  are  some  of  these  characteristics?  For  national  banks,  the  primary  feature 
of  their  charter  is  uniformity.  Although  there  are  occasional  regional  variations  in 
the  Administration  of  the  rules  and  procedures,  an  Office  of  the  Comptroller  of  the 
Currency  (OCC)  ruling  applies  equally  to  all  national  banks  regardless  of  their  loca- 
tion. In  addition,  certain  State  laws  are  overridden  by  the  National  Bank  Act,  allow- 
ing national  banks  to  engage  in  activities  prohibited  to  State  banks  under  State  law. 
The  best  example  is  national  bank  sales  of  insurance  in  small  towns  regardless  of 
State  law  to  the  contrary. 

The  characteristics  of  the  State  banking  system  derive  from  its  local  orientation. 
State  bank  superintendents  focus  primanly  on  local  needs  and  conditions.  This  al- 
lows the  States  to  be  more  responsive  and  flexible.  Simply  put,  many  banks  in  Cali- 
fornia prefer  to  deal  with  my  office  in  San  Francisco  rather  than  the  OCC  office  in 
Washington.  I  regulate  252  State-chartered  banks  in  California.  I  can  tailor  solu- 
tions to  meet  specific  problems  that  the  OCC  may  not  be  able  to  address  on  a  local 
basis.  In  addition,  this  g^ves  me  the  opportunity  to  better  understand  the  banks  and 
the  communities  they  serve.  With  4,000  banks  nationwide,  the  OCC  cannot  possibly 
reach  this  level  of  understanding. 

Because  of  the  State  banking  system's  local  orientation,  numerous  innovations 
have  been  developed.  These  innovations  encompass  developments  in  products  and 
services  as  well  as  supervisory  techniques.  Many  of  these  have  been  adopted  for  all 
depository  institutions.  In  this  way,  the  State  banking  system  acts  as  the  laboratory 
for  innovations  consistent  with  the  role  for  the  States  in  our  system  of  federalism. 

One  of  the  critical  aspects  of  the  dual  banking  system  is  the  role  of  the  Federal 
Government  in  State-chartered  banks.  The  primary  focus  of  Federal  oversidit  is  to 
protect  the  deposit  insurance  system.  The  appropriate  Federal  regulator,  the  FDIC 
for  State  nonmember  banks  and  the  Fed  for  State  member  banks,  conducts  exami- 
nations aimed  at  achieving  these  objectives.  In  addition  to  examination  authority, 
the  FDIC  has  a  number  oi  other  tools  to  protect  the  deposit  insurance  funds  from 
potential  undue  risk  from  State  institutions.  These  tools  include  granting  and  re- 
moval of  deposit  insurance  and  approval  of  certain  State  bank  powers. 

In  order  to  assess  the  impacts  of  various  restructuring  proposals  on  the  dual 
banking  system,  CSBS  identified  seven  criteria.  These  criteria  set  out  the  issues  in 
restructuring  that  have  the  potential  to  severely  damage  the  dual  banking  system. 
I  wish  to  take  a  moment  to  describe  each  of  the  seven  criterion,  then  apply  them 
to  the  major  proposals  being  discussed. 

The  new  ayatem.  ntuat  not  place  the  Federal  oversight  of  State  institutions, 
including  Federal  rule-making,  with  the  same  agency  that  charters  Federal 
institutions.  This  criterion  addresses  the  concern  that  the  State  banking  system 
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cannot  survive  being  regulated  at  the  Federal  level  by  the  same  institution  that 
charters,  supervises,  and  examines  national  banks.  We  are  concerned  that  the  insti- 
tutional bias  of  the  Federal  chartering  agency  will  eliminate  all  the  flexibility  inher- 
ent in  the  State  bemking  system.  We  do  not  believe  that  there  is  an  effective  legisla- 
tive or  structural  protection  against  the  Federal  chartering  agency  preferring  the  in- 
stitutions it  charters  over  State  institutions.  The  recent  example  oi  pleicing  the  Fed- 
eral oversight  of  State  savings  associations  at  the  Office  of  Thrift  Supervision  (OTS) 
shows  the  danger  of  this  structure  to  the  State  banking  system.  Since  1989,  the 
State  savings  associations  have  faced  triple  regulation  by  the  State,  the  OTS,  and 
the  FDIC.  During  this  same  period,  the  number  of  State  thrifts  dropped  dramati- 
cally as  healthy  State  thrifts  converted  to  bank,  savings  bank,  or  Federal  savings 
association  charters.  The  State  savings  association  charter  is  no  longer  a  viable  op- 
tion. If  State  banks  are  subjected  to  Federal  oversight  by  the  same  agency  that 
chfulers  national  banks,  the  viability  of  the  State  bank  charter  will  be  eliminated 
and  the  dual  banking  system  will  cease  to  exist.  Preserving  the  dual  banking  system 
should  be  one  of  your  primary  ^als. 

The  new  aystem  must  provide  that  the  agency  that  administera  Federal  de- 
po»it  insurance  is  not  the  same  agency  that  charters  institutions.  The  glaring 
lesson  of  the  thrift  debacle  was  the  need  to  separate  the  agency  that  charters  insti- 
tutions from  the  agency  that  provides  deposit  insurance.  The  concerns  of  the  char- 
tering agency  with  economic  development,  credit  provision,  and  other  policy  initia- 
tives are  from  time  to  time  at  odds  with  the  need  to  protect  the  deposit  insurance 
fund.  For  example,  under  the  Federal  Home  Loan  Bank  System,  the  desire  to  main- 
tain a  thrift  industry  to  provide  mortgage  credit  overwhelmed  the  need  to  close 
failed  institutions  to  protect  the  insurance  fund.  In  order  to  avoid  having  the  inter- 
est in  protecting  the  deposit  insurance  fund  subordinated  to  the  broader  policy  goals 
of  the  chartering  agency,  an  independent  agency  must  retain  control  over  the  grant- 
ing and  withdrawal  of  deposit  insurance. 

The  new  system  must  not  impose  new  fees  on  State-chartered  institutions. 
Currently,  both  State  banks  and  national  banks  pay  two  fees.  The  first  is  a  fee  to 
their  respective  chartering  agency.  The  second  is  deposit  insurance  premiums  paid 
to  the  FDIC.  Any  new  regulatory  scheme  must  not  result  in  an  additional  fee  on 
State  institutions.  This  new  fee  is  simply  a  discriminatory  tax  on  State  chartering. 
The  State  savings  association  example  where  State  thrifts  must  pay  an  additional 
fee  to  the  OTS  points  out  the  devastating  impact  of  these  fees  on  the  viability  of 
a  State  charter. 

The  new  system  must  encourage  States  to  act  as  laboratories  for  innova- 
tion in  new  bank  products,  services,  and  supervision.  The  value  of  the  dual 
banking  system  is  to  permit  innovation  and  experimentation.  Without  State  innova- 
tions, the  banking  industry  and  supervisory  system  will  grow  stagnant  and  unable 
to  meet  future  challenges.  In  addition,  restricting  State  flexibility  will  result  in  the 
removal  of  the  ability  of  institutions  to  meet  local  needs  and  conditions.  Any  new 
system  of  Federal  regulation  should  not  only  permit  State  innovation,  but  also  pro- 
mote local  solutions  and  experimentation. 

The  new  system  must  provide  a  real  choice  between  State  and  Federal 
charters  and  regulatory  systems.  In  order  to  maintain  the  benefits  of  the  dual 
banking  system,  the  decision  of  what  charter  to  operate  under  must  entail  the 
weighing  of  different  advantages  and  disadvantages.  If  the  exact  same  rules  apply 
and  are  administered  by  the  exact  same  agency,  no  choice  exists.  The  same  rules 
also  mean  a  one  size  fits  all  approach  that  does  not  take  into  account  the  vast  dif- 
ferences in  local  needs.  Without  a  real  choice,  the  dynamic  that  provides  innovation 
in  supervision  and  acts  as  a  check  on  excesses  is  destroyed.  The  State  charter  will 
be  in  name  only. 

The  new  system  must  maintain  the  checks  and  balances  in  bank  relation 
between  Federal  bank  regulators  and  between  Federal  and  State  bank  regu- 
lators. The  current  Federal  bank  regulatory  scheme  can  become  extremely  frustrat- 
ing, especially  for  those  who  wish  to  make  substantial  changes  quickly.  However, 
given  tne  importance  of  depository  institutions  in  our  economy,  radical  changes  in 
policy  direction  can  result  in  unintended  and  unseen  consequences.  It  is  important 
that  a  system  of  checks  and  balances  be  put  into  place  to  air  the  potential  impact 
of  policy  changes  by  the  regulators.  Eliminating  checks  and  balances  cannot  be  a 
goal  of  reinventing  Government.  Checks  and  balances  are  not  inefTiciencies  but  are 
vital  to  democracy  and  vital  to  a  healthy  economy.  Currently,  multiple  Federal 
agency  rule-making  provides  this  balance.  Any  reduction  of  multiple  agency  rule- 
making must  be  accompanied  by  another  effective  method  of  checks  and  balances. 

The  new  system  must  ensure  political  independence  of  the  Federal  bank- 
ing agencies.  Any  regulatory  structure  should  insulate  bank  regulators  from  politi- 
cal pressure  that  may  compromise  independent  judgment  on  matters  of  safety  and 
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soundness.  While  the  need  for  {mlitical  independence  is  clear,  how  to  achieve  it  is 
less  so.  In  our  view,  political  independence  is  less  a  matter  of  who  makes  an  ap- 
pointment than  the  ongoing  influence  over  agency  activities.  Where  a  single  individ- 
ual heads  a  bank  regulatory  agency,  that  inmvidual  must  be  protected  from  removal 
for  political  reasons.  Similarly,  an  agency  headed  by  a  boara  or  commission  should 
limit  the  number  of  members  of  the  board  or  commission  that  lack  independence. 
Our  preference  is  for  members  of  the  board  not  to  be  "at  will"  political  appointees 
as  either  primary  or  ex-oflicio  members. 

It  is  critical  to  the  dual  banking  system  that  the  restructuring  of  the  Federal 
banking  agencies  meet  all  seven  criteria.  We  do  not  believe  that  these  criteria  are 
in  conflict  with  the  goals  of  restructuring.  In  fact,  a  number  of  restructuring  alter- 
natives can  achieve  these  goals  and  not  destroy  the  dual  bcinking  system. 

Determining  the  impact  of  a  regulatory  restructuring  proposal  on  the  dual  bank- 
ing system  requires  comparing  the  proposal  to  the  seven  criteria.  In  the  interest  of 
time,  I  will  not  discuss  each  of  the  three  proposals  in-depth.  Other  witnesses  have 
described  these  plans  in  great  detail. 

The  Treasury  plan  calls  for  merging  the  supervisory  functions  of  the  OCC,  OTS, 
FDIC,  and  Fed  under  the  new  Federal  Banking  Commission  (FBC).  The  Commission 
would  charter  Federal  institutions,  provide  Federal  oversight  over  State  institutions 
and  supervise  all  holding  companies.  The  proposal  grants  new  broad  supervisory 
and  examination  authority  to  the  FBC  over  State  banks.  To  the  extent  that  we 
know  the  details  of  this  proposal,  it  violates  five  of  the  seven  criteria. 

The  FBC  would  both  charter  national  institutions  and  supervise  State  banks.  Fur- 
ther, additional  fees  on  State  banks  will  be  required  to  fund  this  new  agency.  It  is 
unclear  how  the  FBC  would  provide  State  institutions  any  flexibility  for  State  inno- 
vation and  creativity.  The  structure  would  eliminate  any  differences  between  State 
and  Federal  charters.  No  real  choice  is  retained.  Also,  the  FBC  receives  all  rule- 
making authority  without  a  countervailing  system  of  checks  and  balances. 

The  proposal  does  maintain  the  separation  of  the  deposit  insurance  function  from 
chartering.  It  also  provides  an  enhanced  degree  of  political  independence  for  the 
chartering  agency  of  Federal  institutions.  However,  it  stops  well  snort  of  providing 
both  the  FBC  and  the  FDIC  with  substantial  independence  from  political  influence. 

The  current  Treasury  proposal  will  destroy  the  dual  banking  system.  For  this  rea- 
son, CSBS  is  opposed  to  the  proposal  in  its  current  form.  We  have  met  with  a  num- 
ber of  Administration  officials  to  work  toward  a  plan  that  meets  the  goals  of  restruc- 
turing and  preserves  the  dual  banking  system. 

S.  1633,  introduced  by  Chairman  Riegle  and  Senator  D'Amato,  is  substantially 
similar  to  the  Treasury  proposal.  It  would  also  create  a  single  Federal  banking 
agency.  It  does  provide  greater  political  independence  for  the  Federal  Banking  Com- 
mission. In  all  other  respects,  it  is  very  similar  to  the  Treasury  proposal. 

By  creating  a  single  Federal  banking  agency  to  charter  Federal  institutions  and 
supervise  State  institutions,  S.  1633  will  destroy  the  dual  banking  system.  We  ur^e 
Chairman  Riegle  and  Senator  D'Amato  to  review  S.  1633  and  adopt  changes  to  avoid 
this  result.  While  we  oppose  S.  1633  as  currently  drafted,  we  look  forward  to  work- 
ing with  its  sponsors  to  develop  a  restructuring  plan  that  we  can  all  agree  upon. 

Governor  John  LaWare  of  the  Federal  Reserve  Board  has  offered  an  alternative. 
Under  this  proposal,  the  Fed  would  regulate  all  State  banks  and  their  holding  com- 
panies. The  OTO  and  OCC  are  merged  to  form  a  separate  agency  (FBC)  with  respon- 
sibility for  chartering  and  examining  Federal  institutions  and  their  holding  compa- 
nies. The  FDIC  continues  as  an  independent  agency  providing  deposit  insurance.  In 
addition,  the  Fed  would  retain  additional  supervisory  responsibility  over  an  unspec- 
ified number  of  significant  institutions. 

The  LaWare  plan  provides  a  reasonable  alternative  to  the  Tretisury  proposal  and 
S.  1633.  It  reduces  the  number  of  Federal  banking  agencies  with  direct  supervision 
responsibilities  from  four  to  two.  It  provides  for  reduced  overlapping  responsibilities 
ana  has  the  potential  for  improving  the  oversight  of  depository  institutions.  It  also 
creates  a  system  that  includes  a  aynamic  element  to  promote  innovation  and  cre- 
ativity by  retaining  a  countervailing  regulator  to  the  FBC.  This  structure  does  not 
reduce  the  Fed's  aoility  to  conduct  monetary  policy  or  to  administer  the  payment 
system. 

Comparing  the  LaWare  plan  to  the  seven  criteria  for  the  protection  of  the  dual 
banking  system  is  somewhat  difTicult  because  we  have  not  seen  legislative  language. 
It  appears  from  the  information  available  that  the  plan  generally  meets  at  least  six 
of  the  seven.  The  one  remaining  question  of  the  LaWare  plan  concerns  the  regula- 
tion of  holding  companies. 

Under  this  proposal,  the  Federal  regulator  for  the  holding  company  is  determined 
by  which  agency  regulates  the  lead  bank  in  the  holding  company.  Where  the  lead 
bank  is  national,  the  FBC  would  be  responsible  for  regulating  the  holding  company. 
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If  the  lead  bank  were  State,  the  Fed  would  be  the  Federal  agency  to  oversee  holding 
company  activities.  To  the  extent  that  this  oversight  extends  to  the  holding  company 
and  its  nondepository  afliliates,  we  support  this  concept  as  reducing  unnecessary 
overlap. 

The  LaWare  plan  provides  that  the  Federal  agency  that  is  responsible  for  the  lead 
bank  is  responsible  not  only  for  the  holding  company  and  its  nondepository  affili- 
ates, but  also  for  all  the  depositoiy  affiliates  as  well.  This  results  in  the  FBC  super- 
vising State  banks,  violating  the  first  criterion. 

Before  closing,  I  would  luce  to  discuss  two  other  issues.  First,  is  the  concept  of 
certifying  State  banking  departments  to  reduce  or  eliminate  the  need  for  Federal 
bank  agency  oversight  of  State  banks.  Currently,  States  work  with  the  Fed  and  the 
FDIC  on  an  alternating  year  basis.  Under  certification,  the  Federal  presence  in 
State  banks  will  be  reduced  for  approved  States. 

This  concept,  not  surprisingly,  is  of  great  interest  to  the  State  banking  densit- 
ments.  States  are  certified  by  the  Federal  Government  to  perform  numerous  func- 
tions. Certainly,  bank  regulation  is  one  area  where  there  is  great  potential  for  over- 
lapping State  and  Federal  capabilities.  The  questions,  as  always,  are  in  the  details 
of  a  certification  program.  Certain  Questions  will  arise  that  need  to  be  addressed. 
Will  States  be  certified  for  safety  ana  soundness  or  compliance,  or  both?  Will  States 
be  certified  for  all  State  banks  or  only  those  below  a  certain  size?  Will  some  States 
be  certified  for  larger  banks  and  others  for  smaller  banks?  What  are  the  criteria  for 
certification  and  wno  determines  certification? 

CSBS  accredits  State  banking  departments.  This  procedure  requires  an  in-depth 
self-evaluation  and  a  two-tiered  review  by  outside  experts.  To  date,  CSBS  has  ac- 
credited 29  States  which  regulate  over  80  percent  of  the  assets  of  all  State  banks. 
I  have  attached  a  description  of  this  program  to  my  testimony  (See  Attachment  C). 

One  of  the  key  issues  in  certifying  States  is  who  will  make  the  decision  to  certify 
an  individual  State.  The  outcome  o?  this  question  depends  on  the  final  form  of  re- 
structuring. The  State  bank  supervisors  are  strongly  opposed  to  placing  the  certifi- 
cation decision  at  the  FBC  or  any  agency  that  also  has  primary  responsibility  for 
chartering  and  supervising  Federal  institutions. 

The  final  issue  I  wish  to  address  is  the  role  of  the  FDIC  in  any  restructuring  plan. 
The  primary  role  of  the  FDIC  today  is  the  protection  of  the  deposit  insurance  sys- 
tem. This  role  must  be  protected  in  any  restructuring  scheme.  Over  the  years,  the 
combination  of  State  supervision  with  FDIC  oversight  has  produced  sound  banks 
that  are  able  to  weather  financial  turmoil.  By  providing  separate  oversi^t  from 
both  the  chartering  agency  and  the  deposit  insurer,  the  State  banking  system  has 
remained  strong. 

The  proposals  I  have  discussed  today  all  result  in  a  significant  reduction  in  the 
role  of  the  FDIC  in  examining  and  supervising  banks.  This  reduction  in  the  FDIC's 
role  and  its  responsibility  under  a  new  structure  requires  careful  study.  All  of  the 
proposals  call  for  FDIC  involvement  in  problem  institutions.  But  none  describe  this 
involvement  in  any  detail.  In  addition,  the  FDIC  Board  must  be  restructured  to  as- 
sure its  independence.  If  a  single  regulator  plan  is  adopted  such  as  that  proposal 
by  Treasury,  the  Chairman  of  the  FBC  should  not  sit  on  the  FDIC  Board.  We  rec- 
ommend that  under  any  restructuring,  the  FDIC  be  reduced  to  three  public  mem- 
bers, eliminating  the  seats  currently  held  by  the  OCC  and  the  OTS. 

The  role  of  the  FDIC  requires  your  attention.  We  are  concerned  it  has  been  lost 
in  the  debate  of  the  role  of  the  Fed  and  the  other  issues  surrounding  regulatory  re- 
structuring. Having  just  survived  a  substantial  threat  to  the  solvency  of  the  Bank 
Insurance  Fund,  it  would  be  a  tragedy  to  place  the  FDIC  at  risk  in  an  effort  to  clean 
up  an  organizational  chart.  The  taxpayer  must  ultimately  bear  any  mistake  made 
in  reducing  the  FDIC's  authority.  We  urge  you  to  move  with  great  caution  in  this 
area. 

In  conclusion,  I  would  like  to  restate  our  view  that  in  restructuring  the  Federal 
banking  agencies  it  is  possible  to  meet  the  goals  of  restructuring  while  preserving 
the  dual  bemking  system,  the  monetary  and  payment  system,  ana  the  deposit  insur- 
ance system.  We  do  not  believe  this  is  accomplished  by  the  Treasury  proposal  or 
by  S.  1633.  We  believe  the  LaWare  plan  goes  a  long  way  toward  achieving  this  objec- 
tive. There  are  other  approaches  to  restructuring  that  also  meet  the  objectives  of 
restructuring  the  Federal  banking  agencies. 

Bank  regulation  is  unique.  The  power  of  bank  regulators  exceeds  that  of  Govern- 
ment officials  that  regulate  other  industries.  In  many  cases,  the  due  process  protec- 
tions that  shield  other  industries  from  regulatory  excess  are  not  present  in  bank 
regulation.  The  absence  of  these  protections  requires  another  mechanism  to  prevent 
abuse.  Providing  a  real  choice  between  bank  charters  is  the  best  substitute. 

We  commend  the  Members  of  this  Committee  for  the  time  and  effort  you  have 
already  put  into  this  issue.  Also,  the  Administration  has  dedicated  significant  time 
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and  efTort  to  its  restructuring  plan.  We  strongly  urge  the  Members  of  this  Commit- 
tee to  engage  in  a  meaningful  dialogue  in  an  effort  to  find  an  appropriate  restruc- 
turing plan.  We  are  willing  to  work  with  you  to  design  a  restructuring  plan.  We  are 
dedicated  to  being  a  positive  voice  in  this  debate. 

I  will  be  happy  to  answer  any  questions  you  have  at  the  appropriate  time.  Thank 
you. 
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ATTACHMENT    3 
PRIOR  REGULATORY  RESTRLCTLTUNG  REPORTS 


REPORT 

RECOMMENDATIONS 

The  Hoover  Commission  (1949) 

President  Truman's  Task  Force  on  Regulatory 
Commissions  recommended  that  all  federal 
bank  supervision  be  combined,  preferably  m 
the  Federal  Reserve. 

The  Commission  on  Money  and  Credit 
(1961) 

Private  study  group  which  recommended  that 
the  supervisory  functions  of  the  OCC  and  the 
FDIC  be  transferred  to  the  Federal  Reserve. 

The  Hunt  Commission  (1971) 

Presidential  Commission  which  recommended 
creatmg  an  "Administrator  of  National  Banks" 
to  assume  the  OCC's  responsibilities:  an 
"Admuustrator  of  State  Banks"  to  assume  the 
Fed's  and  FDIC's  supervisory  responsibilities; 
and  a  "Federal  Deposit  Guarantee 
Administrator"  to  assimie  the  FDIC's  insurance 
functions. 

The  F.I.N.E.  Study  (1975) 

House  Bankmg  Committee  Smdy  which 
recommended  combining  the  supervisory  and 
examination  functions  of  the  FDIC.  Fed,  OCC, 
FHLBB  and  the  NCUA  into  the  "Federal 
Depository  Institutions  Commission". 

The  Grace  Commission  (1983) 

Pnvate  Sector  Smdy  commissioned  by 
President  Reagan  which  recommended 
consolidation  of  the  OCC,  FDIC  and  the  Fed 
into  a  Federal  Banking  Commission. 

Blueprint  for  Reform  (1984) 

The  Task  Group  on  Regulation  of  FinaiKial 
Services,  chaired  by  Vice-President  Bush, 
recommended  replacmg  the  OCC  with  a 
Federal  Bankmg  Admimstration  for  regulation, 
supervision  and  examination  of  all  national 
banks  and  holding  companies  with  a  lead 
national  bank;  placing  federal  regulation  of  all 
state-chanered  banks  and  theu-  bank  holding 
companies  under  the  Fed;  eiiminatmg  FDIC 
bank  regulation  and  supervision  but  enhancing 
FDIC  authonty  as  insurer;  and  retaining  the 
dual  banking  system. 

ModerTU2ing  the  Financial  System  - 

Recommendations  for  Safer.  More 

Competitive  Banks  (1991) 

This  Treasury  study  recommended  replacing 
the  OCC  and  OTS  with  a  Federal  Bankmg 
Agency;  having  the  Fed  regulate  all  state- 
chartered  banks  while  rescmding  Fed  authority 
over  national  banks;  and  relieving  the  FDIC  of 
its  regulatory  and  supervisory  responsibilities 
while  empowenng  the  FDIC  to  analyze  broader 
powers  for  state  banks 
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ATTACHMENT  C 


THE  CSBS  ACCREDITATION  PROGRAM 

The  CSBS  Accreditation  Program  evaluates  state  banking  departments  to  ensure  that  they  are 
able  to  meet  their  public  responsibilities  efficiently  and  effectively.  Accreditation  is  an  ongoing 
process  that  requires  annual  reviews  to  assure  that  the  department  contmues  to  maintain  the  highest 
possible  standards  of  bank  supervision  and  regulation.    The  program  is  voluntary. 

The  CSBS  Accreditation  Program  recognizes  differences  among  state  banking  departments 
and  does  not  require  the  departments  to  adopt  uniform  regulatory,  supervisory  or  management 
practices.  This  flexibility  allows  each  of  the  banking  departments  to  pursue  its  goals  and  public 
interest  responsibilities  while  establishing  basic  standards  of  competency  and  professionalism. 

The  goals  of  the  CSBS  Accreditation  Program  are:  (1)  To  provide  guidance  and  assistance 
to  state  bankmg  departments  through  self-evaluation  and  self-improvement  (2)  To  provide 
independent  evidence  to  the  state  government  administration,  legislamre  and  public  of  the  capability 
of  an  accredited  state  banking  department  (3)  To  assist  each  department  with  documentation  in 
obtaining  the  resources  necessary  to  assure  the  safety  and  soundness  of  state  banks. 

STEPS  IN  THE  ACCREDITATION  PROCESS 

1.  The  state  banking  department  completes  a  Self-Evaluation  Questionnaire  and  submits 
a  request  for  accreditation  review  to  the  CSBS  Performance  Standards  Committee 
(PSC).  The  PSC  is  a  permanent  standing  comminee  of  CSBS  whose  membership 
includes  current  and  former  state  and  federal  regulators,  and  bankers  with  extensive 
bank  regulation  knowledge. 

2.  The  PSC  assembles  a  Review  Team  to  conduct  an  on-site  evaluation  which  encompasses 
examination  of  bank  examinations,  work  sheets  and  enforcement  actions.  A  Review 
Team  consists  of  three  people  with  extensive  expenence  in  bank  regulation,  typically 
including  at  least  one  current  or  former  state  bank  regulator,  and  one  or  two  current  or 
former  regulators  from  the  FDIC,  the  Federal  Reserve  or  the  Office  of  the  Comptroller 
of  the  Currency  At  the  conclusion  of  the  on-site  review,  the  Review  Team  conducts 
an  Exit  Interview  with  the  head  of  the  banking  department  to  discuss  the  Team's 
fmdings  and  to  afford  the  department  an  opportumty  to  respond. 

3.  The  Review  Team  submits  its  fmdings  in  a  wnnen  report  to  the  PSC.  The  PSC  then 
assembles  an  Audit  Team  which  audits  the  procedures  employed  by  the  Review  Team. 
Like  the  Review  Team,  the  Audit  Team  typically  consists  of  three  members  who  are 
current  or  former  bank  regulators  from  the  state  and  federal  regulatory  agencies. 

4.  PSC  members  analyze  the  Review  Team  report  and  the  Audit  Team  fmdings  to  make 
a  final  decision  on  accreditation.  PSC  members  vote  on  whether  to  accredit  the 
department. 

5  Accreditation   is   contingent  upon   the   successful   completion  of  penodic   reviews 

accepubie  to  the  PSC  and  full  re-accreditation  by  the  PSC  not  more  than  seven  years 
from  the  initial  accreditation. 
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PREPARED  STATEMENT  OF  JOHN  SHIVERS 

on  behalf  of 
The  Independent  Bankers  Association  of  America 

Mr.  Chairman,  I  am  John  Shivers,  Chairman,  President,  and  CEO  of  Southwest 
Bank,  Fort  Worth,  Texas.  I  am  also  President  of  the  Independent  Bankers  Associa- 
tion of  America,  which  is  the  only  national  trade  association  that  exclusively  rep- 
resents the  interests  of  community  banks.  We  appreciate  the  opportunity  to  testify 
regarding  legislation  to  consolidate  the  bank  regulatory  agencies. 

We  have  followed  this  debate  very  closely  and  were  invited  to  meet  with  Treasury 
officials  and  the  Comptroller  of  the  Currency  on  the  Treasury  proposal.  We  have 
also  met  with  Chairman  Greenspan. 

There  is  a  fundamental  difference  between  the  Treasury  approach  and  the  ap- 
proach of  the  Federal  Reserve.  The  Treasury  apparently  is  continuing  to  insist  on 
a  single  regulatory  agency  while  the  Federal  Reserve  insists  on  maintaining  a 
hands-on  examination  role  over  banks  of  all  sizes. 

We  cannot  support  the  Treasury's  approach  since  it  violates  three  basic  principles 
which  we  are  using  to  evaluate  any  proposal. 

Three  Principles  for  Agency  Consolidation 
The  principles  are: 

PreaervcUion  of  the  dual  banking  ayatem; 

Preaervation  of  the  Federal  Reaerve'a  role  in  bank  regulation; 
and 
Preaervation  of  choice  in  regulator. 

Preservation  of  the  Dual  Banking  System 

The  dual  banking  system  is  one  of  the  linchpins  of  our  banking  system.  It  has 
been  the  test  laboratory  for  NOW  accounts  and  variable  rate  mortgages,  among  oth- 
ers. These  innovations  have  served  the  banking  industry  as  well  as  consumers.  A 
single,  monolithic  Federal  regulator  that  is  also  the  charterer  of  national  banks  and 
Federal  savings  associations  would  have  a  built  in  bias  toward  those  federally-char- 
tered institutions  and  their  powers  and  obligations.  This  would  severely  restrict  the 
ability  of  States  to  act  as  laboratories  for  banking  innovation  because  the  powers 
to  be  exercised  and  obligations  to  be  met  would  not  be  Federal  powers  and  obliga- 
tions. 

State  laws  defining  banking  powers  and  obligations  are  tailored  by  each  State  to 
the  individual  needs  of  the  State.  The  banking  climate,  due  to  economic,  geographic, 
and  demographic  differences  is  very  different  in  California,  North  Dakota,  and 
Texas.  If  tne  dual  banking  system  were  dismantled,  a  Federal  regulatory  system 
that  fails  to  account  for  these  differences  would  cause  bank  regulation  to  be  at  the 
lowest  common  denominator,  and  thus  unable  to  adequately  adapt  to  local  condi- 
tions. 

Preservation  of  the  Federal  Reserve's  Role  in  Bank  Regulation 

The  Federal  Reserve  needs  to  remain  a  bank  regulator  for  several  reasons.  Most 
importantly,  having  two  hands-on  regulators  preserves  vital  checks  and  balances. 
The  Federal  Reserve  put  a  brake  on  the  lax  supervisory  practices  being  promoted 
hy  Treasury  Secretary  Donald  Regan  and  his  Comptroller  of  the  Currency,  C.  Todd 
Conover.  Today,  the  Federal  Reserve  is  playing  a  very  valuable  role  in  independ- 
ently considering  the  desire  of  this  Administration  to  use  banks  to  promote  social 
policy  goals.  There  are  legitimate  questions  raised,  including  safety  and  soundness 
questions,  when  banks  are  placed  at  the  forefront  of  such  efforts  and  when  bank 
competitors  such  as  credit  unions,  mutual  funds,  and  securities  firms  are  not  so  obli- 
gated. 

The  maintenance  of  at  least  two  Federal  regulators  would  smooth  out  the 
politicization  of  regulation  from  both  the  liberal  and  the  conservative  point  of  view, 
depending  on  who  is  in  the  White  House,  and  this  would  enhance  financial  stability. 

It  is  critical  that  the  Federal  Reserve's  role  as  a  regulator  include  the  regulation 
of  banks  of  all  sizes,  and  not  just  the  largest  banking  companies.  Our  banking  sys- 
tem is  made  up  of  vastly  divergent  types  of  banking  entities:  International  banks, 
multi-regionals,  community  banks,  agricultural  lenders,  small  business  lenders,  and 
consumer  lenders,  to  name  some.  They  are  all  part  of  an  interlocking  grid  that  pro- 
vides financial  services  to  most  Americans  and  to  most  American  business. 

The  agricultural  economy  has  historically  been  volatile,  as  evidenced  by  the  last 
decade,  which  had  a  great  agricultural  boom  in  the  early  1980*9,  followed  by  the  ag- 
ricultural crisis  of  the  mid-1980'9.  It  is  critically  important  that  the  Federal  Reserve 
have  as  much  first  hand  knowledge  of  the  condition  of  the  agricultural  economy  as 
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is  possible  in  order  for  it  to  properly  execute  its  duties  with  regard  to  the  economy. 
Because  most  community  banks  are  either  involved  in  agricultural  lending  or  are 
situated  in  areas  where  the  local  economy  is  dependent  on  agriculture  their  fortune 
of  is  closely  tied  to  the  agricultural  sector.  The  Federal  Reserve's  hands-on  examina- 
tion of  these  institutions  gives  it  critical  information  about  the  agricultural  economy 
that  is  necessary  to  carry  out  these  duties. 

If  the  Federal  Reserve  does  not  have  access  to  all  sectors  of  the  banking  industry, 
it  will  not  have  a  hands-on  grasp  of  the  whole  economy.  Because  banks  are  inter- 
related through  correspondent  relationships,  what  happens  at  one  institution  can  af- 
fect many.  In  addition,  a  crisis  of  confidence  in  one  sector  of  the  banking  industry 
will  affect  public  confidence  in  all  aspects;  the  public  tends  to  view  the  industry  as 
one,  and  not  as  different,  though  inter-related,  entities.  Therefore,  it  is  critical  that 
the  Federal  Reserve  continue  to  regulate  a  broad  spectrum  of  banks.  We  cannot  af- 
ford the  risk  that  a  crisis  could  be  exacerbated  because  the  Federal  Reserve  did  not 
have  a  hands-on  knowledge  of  a  broad  spectrum  of  the  banking  industiy. 

Third,  the  banking  system  has  risks  that  are  built  in.  Every  loan  carries  some 
risk.  When  banks  become  too  risk  averse  because  of  fear  of  regulatory  action,  a  cred- 
it crunch  is  induced  as  we  recently  have  seen.  Because  a  monolithic  Federal  regu- 
lator would  have  a  narrow  point  of  view  with  regard  to  its  duties,  i.e.  safety  and 
soundness,  and  since  it  would  have  no  macroeconomic  responsibilities,  its  bias  would 
be  to  push  for  too  little  risk  in  the  system.  This  would  have  the  effect  of  having 
a  long-term  bias  against  risk-taking.  The  Federal  Reserve,  because  it  also  has  mac- 
roeconomic responsibilities,  must  balance  the  risk  inherent  in  banking  with  encour- 
aging the  provision  of  enourfi  credit  so  that  the  system  works.  Thus,  the  retention 
of  the  Federal  Reserve  in  the  bank  regulatory  arena  helps  to  insure  a  balance  be- 
tween limiting  risk  and  ensuring  adequate  credit  for  economic  growth. 

Fourth,  The  Federal  Reserve  needs  hands-on  experience  and  interaction  with  the 
banking  industry  to  effectively  manage  monetary  f»licy  and  deal  with  financial  cri- 
ses. The  Treasury  Department  has  said  that  under  its  proposal  the  Federal  Reserve 
would  have  a  seat  on  the  board  of  the  Federal  Banking  Agency  and  would  have  ac- 
cess to  all  Reports  of  Examination.  This,  however,  is  not  enough  for  the  Federal  Re- 
serve to  effectively  manage  monetary  policy  and  deal  with  fmancial  crises. 

Bank  examination  reports  only  show  the  financial  condition  of  a  bank  at  a  par- 
ticular point  in  time.  Monetary  policy  and  the  handling  monetary  crises  requires 
much  more  information  than  the  condition  of  the  bank.  It  requires  that  the  Federal 
Reserve  know  how  individual  banks  operate  in  the  marketplace,  what  individual 
banks  are  capable  of  doing,  and  how  these  factors  and  the  Federal  Reserve's  re- 
sources can  best  be  combined  to  reach  the  necessary  result.  We  do  not  believe  that 
the  Federal  Reserve  would  have  been  anywhere  near  as  successful  in  handling  the 
1987  stock  market  crash  if  it  did  not  have  the  hands-on  expertise  that  it  had.  To 
remove  the  Federal  Reserve  from  its  role  as  regulator  without  absolute  assurances 
that  its  ability  to  react  would  not  be  impaired  in  any  way  would  be  the  height  of 
folly. 

Proponents  of  a  single  regulator  criticize  delays  when  the  banking  agencies  work 
to  adopt  uniform  rules.  These  critics  apparently  believe  that  adoption  time,  and  not 
the  quality  of  the  rule,  is  the  paramount  consideration.  But  it  is  the  quality  of  the 
rule  that  is  most  important.  Having  more  than  one  regjulator  brings  innovation,  new 
and  diverse  ideas,  and  a  flexibility  to  consider  alternatives  that  would  not  exist  with 
a  single  regulator. 

An  example  of  this  is  the  process  the  three  banking  agencies  used  to  write  their 
first  major  joint  regulation.  In  1985  the  agencies  issued  the  first  joint  capital  defini- 
tion. When  the  project  was  begun,  each  agency  had  vastly  different  capital  defini- 
tions, with  the  differences  centered  mainly  in  the  area  of  the  treatment  of  intangi- 
bles. The  definition  that  each  agency  used  was  one  that  had  been  developed  over 
a  long  period  of  time,  and  the  corporate  culture  of  each  agency  dictated  that  its  defi- 
nition was  the  best.  Because  the  regulators  from  each  agency  were  sitting  across 
the  table  from  peers,  they  had  to  listen  and  consider  the  arguments  presented  for 
altering  their  capital  definition. 

This  interplay  would  not  occur  if  there  was  a  monolithic  regulator  because  there 
would  be  only  one  corporate  culture,  one  way  of  doing  things.  With  no  peer  having 
a  different  way  of  looking  at  things  there  would  be  less  flexibility  and  a  lesser  abil- 
ity to  react  to  the  changing  financial  services  marketplace.  This  would  work  to  the 
detriment  of  the  safety  ana  soundness  of  the  banking  system. 

Having  different  corporate  cultures  at  the  Federal  level  works  much  the  same  way 
that  the  dual  banking  system  works.  It  insures  that  different  ideas  will  be  consid- 
ered by  the  Federal  bank  regulatory  authorities. 
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Preservation  of  Choice  in  Regulator 

The  preservation  of  choice  in  a  Federal  regulator  is  important  for  the  banking  in- 
dustry. I  doubt  whether  the  Members  of  this  Committee  rully  realize  the  jwwer  reg- 
ulators have  over  our  professional  lives.  After  the  examiners  are  finished,  they  or 
their  peers  judge  us  and  carry  in  their  back  pockets  a  full  array  of  possible  penalties 
ranging  from  higher  insurance  premiums  to  civil  money  penalties  and,  in  rare  in- 
stances, criminaJ  penalties.  Ana  again,  in  some  cases — and  there  have  been  more 
of  these  cases  in  the  recent  history  of  Texas  than  I  care  to  remember — the  regu- 
lators have  the  power  to  close  the  bank  and  insure  that  its  former  managers  are 
forever  banned  from  baivking.  And  all  without  a  trial.  Due  process  is  lacking  in  our 
regulatory  system  and  in  such  a  system  there  is  a  crucial  ongoing  need  for  checks 
and  balances.  The  ultimate  b::lance  is  an  open  door  to  change  regulators.  In  this 
connection  please  remember  that  examination  is  a  highly  subjective  process  and  bad 
chemistry  with  regulators  over  time  can  have  disastrous  consequences.  The  door  to 
change  must  be  kept  open. 

Experience  shows  us  that  bank  regulation  can  be  overly  strict,  such  as  was  seen 
recently,  especially  in  New  England  during  the  credit  crunch.  There  examiners  en- 
gaged in  excessive  criticism  of  asset  quality,  inhibiting  banks  from  lending.  This 
harmed  both  the  industry  and  the  economy.  And  in  such  a  climate  more  than  one 
regulator  can  mitigate  regulatory  overkill.  I  believe  Mr.  Chairman,  that  you  singled 
out  Bob  Clarke  for  producing  such  regulatory  overkill.  Under  the  single  regulatory 
agency  proposal  Bob  Clarke  and  his  peers  at  the  Treasury  Department  would  have 
set  the  rules  without  recourse. 

It  has  been  noted  by  advocates  of  a  single  regulator  that  there  are  single  regu- 
lators for  all  other  industries.  For  example,  the  SEC  regulates  securities  firms. 
Therefore,  it  is  argued  that  there  should  be  no  difference  for  the  banking  industry. 

This  argument  mils  to  take  into  consideration  the  crucial  difference  between  banJc 
regulation  and  all  other  Federal  regulation.  Banking  is  the  only  industry  where  Fed- 
eral regulation  is  so  pervasive  as  to  affect  all  aspects  of  the  business.  There  is  no 
other  industry  where  permission  must  be  received  for  doing  virtually  anything, 
where  regultu-  examinations  are  performed,  and  where  the  Federal  administrative 
enforcement  power  is  so  pervasive  and  powerful. 

Securities  lirms  are  regulated  by  self-regulatory  bodies  in  addition  to  the  SEC. 
Therefore,  there  is  some  availability  of  regulatory  choice.  Furthermore,  the  SEC 
does  not  examine  securities  firms  in  the  same  manner  that  the  bank  regulatory 
agencies  regulate  banks.  Finally,  the  SEC  does  not  have  enforcement  authority  that 
is  as  broad  as  that  enjoyed  by  tne  bank  regulators. 

Governor  Branstad  of  Iowa,  writing  on  behalf  of  the  Nation's  Governors,  has  writ- 
ten that  "[A]ny  legislation  should  allow  for  banks  to  make  a  choice  as  to  which  Fed- 
eral regulator  is  in  their  best  interest."  A  copy  of  that  letter  is  attached  to  this  testi- 
mony as  Exhibit  A. 

Overlap  and  Inefficiencies  in  the  Current  System 

We  concede  that  there  are  overlaps  and  inefficiencies  in  the  current  system.  We 
also  believe  that  there  is  enormous  overregulation  in  the  current  system  and  this 
will  only  be  resolved  if  Congress  changes  the  laws  triggering  this  overregulation.  In 
passing  new  laws,  has  the  old  maxim  been  forgotten:  "It  wtis  the  straw  that  broke 
the  camel's  back."  Well,  community  banking's  back  is  being  broken  by  the  applica- 
tion of  laws  meant  for  far  larger  banks.  Examiners  today  are  demanding  branch 
closing  policy  statements  for  banks  that  don't  have  branches.  Today's  community 
banker  knows  that  when  he  of)en3  his  door  for  business  every  day  that,  in  the 
course  of  the  day,  some  regulation  will  have  been  broken  and  if  there  is  a  White 
Glove  examination,  the  banker  will  be  gigged.  Regulatory  consolidation  will  not 
solve  the  problem  of  too  many  laws  written  for  muchlarger  institutions. 

There  are  too  many  examiners.  Examining  forces  are  staffed  to  levels  needed  to 
deal  with  hundreds  of  bank  failures  and  thousands  of  problem  banks.  This  is  not 
today's  banking  world.  An  examiner  wrote  us  that  he  witnessed  an  examiner  break- 
ing mto  tears  upon  learning  that  a  community  bank  had  been  merged.  Examining 
this  bank  was  his  only  job.  All  the  agencies  should  pare  back  their  staffing  now. 

There  also  seems  to  be  full  agreement  that  every  banking  institution  should  be 
examined  by  only  one  Federal  regulator.  One  does  not  have  to  create  one  enormous, 
bureaucratic  Treasury-controlled  Federal  Banking  Commission  to  accomplish  this 
desirable  end. 

Consolidation  that  is  Necessary  Today 

The  IBAA  believes  that  the  only  regulatory  consolidation  that  should  be  under- 
taken is  the  merger  of  the  OTS  and  the  OCC.  We  do  recognize  that  the  debate  may 
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have  gone  bevond  this  historic  proposal  to  merge  the  supervisor  of  national  banks 
with  that  of  the  thrifts. 

As  the  debate  has  gone  forward  we  have  regretted  that  no  powerfiil  voice  has 
urged  the  maintenance  of  an  FDIC  with  a  substantial  primary  examination  author- 
ity over  State-chartered  banks.  It  does  appear  that  tnere  is  now  a  mood  to  tear 
asunder  this  agency  just  as  there  had  been  a  mood  to  substantially  increase  its  pow- 
ers when  Congress  was  considering  FERREA  and  FDICIA  and  when  Chairman 
Seidman  was  uraing  such  new  powers. 

What  has  the  FDIC  done  to  warrant  its  proposed  new  fate?  It  has  operated  admi- 
rably in  li^t  of  the  decision  by  the  Chnton  Administration  to  keep  tne  seat  of  the 
chairperson  empty  for  so  long.  We  really  did  not  exp)ect  Ricki  Tigert  to  break  with 
the  Administration's  proposal,  but  we  do  believe  that  Ms.  Tigert  would  be  up  to  the 
job  if  the  Congress  decides  not  to  strip  this  agency  of  its  primary  examination  func- 
tion over  State-chartered  nonmember  Danks. 

Since  the  FDIC  does  lade  a  diampion  in  Washington  today — we  still  hop)e  that 
one  will  emerge  on  this  Committee — we  are  somewhat  resigned  to  its  primary  exam- 
ination functions  being  dispersed  either  to  the  new  Federal  Bsmking  Commission 
and/or  to  the  Federal  Reserve.  If  that  is  the  wUl  of  this  Committee,  we  strongly  urge 
that  bankers  continue  to  have  regulatory  choice  and  that  bank  examination  lees  and 
Federal  Reserve  membership  requirements  be  carefully  reviewed  to  ensure  that 
there  are  no  perverse  incentives  anecting  banker  choice. 

Politicizing  of  Bank  Regulation 

The  Administration  proposal  would  have  the  Secretary  of  the  Treasury  on  the 
Board  of  a  monolithic  Federal  Banking  Commission.  This  would  inject  the  political 
process  much  too  deeply  into  the  bank  regulatory  process. 

Any  Secretary  of  the  Treasury  worth  his  salt  would  control  this  Board,  plus  dele- 
gating the  running  of  it  to  trusted  lieutenants.  The  terms  of  the  Board  members 
in  turn  is  too  short  and  too  close  to  the  term  of  the  President  to  ensure  meaningful 
independence.  If  this  Committee  does  authorize  a  Federal  Banking  Commission  of 
more  limited  scope — consistent  with  the  principles  I  have  enumerated — we  strongly 
recommend  a  Board  with  a  different  structure  and  substantially  different  terms  of 
office. 

Conclusion 

There  is  merit  to  considering  some  changes  in  the  Federal  bank  regulatory 
scheme.  However,  we  must  be  careful  not  to  destroy  the  good  parts  of  the  current 
system  just  because  of  a  desire  for  change.  Any  changes  should  be  made  in  con- 
sonsince  with  the  IBAA's  three  principles:  Preaervation  of  the  Dual  Banking  Sya- 
tern,  Preaervation  of  the  Peaeral  Reaerve't  Role,  and  Preaervation  of  Choice. 
To  act  otherwise  raises  the  real  possibility  of  seriously  harming  the  safety  and 
soundness  of  a  system  that  has  served  this  Country  and  its  citizens  well  for  a  long 
period  of  time. 

Our  banking  industry  is  the  envy  of  the  world.  Others  are  seeking  to  emulate  it. 
It  is  innovative,  remarkably  free  of  corruption,  and  helps  sustain  the  most  dynamic 
economy  in  the  world.  It  sustains  the  strongest  small  business  structure  in  the 
world.  It  is  a  highly  diversified  structure  and  in  this  diversification  lies  its  strength. 
The  diversified  regulatory  structure  mirrors  the  diversity  of  the  industry.  Chan^ng 
the  regulatory  structure — concentrating  the  regulatory  structure — will,  over  time, 
adversely  impact  on  the  remarkable  diversity  of  our  industry.  We  have  all  heard 
that  Japan,  Germany,  Canada,  and  the  U.K.  have  single  agency  structures  and  that 
this  should  be  our  model.  Look  at  their  economies  and  unemployment  rates.  This 
should  be  reason  enough  to  reject  the  Treasury  proposal. 

On  behalf  of  the  IBAA's  6,000  members,  I  want  to  thank  you  for  this  opportunity 
to  testify  on  this  extremely  important  issue. 
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EXHIBIT    A 


OfPICH   or  THE   GOVBHAOK 

Sr«ic  Ca»'-oi. 
3c«  MoiNia.  IOWA  ■oafs 


Tc«»«  C.  ■••••■•TAO 

SOVOMO* 

r«bruary  22,  1994 


Mr.  Colin  3.  Roblnaon 

Cltizana  National  Sank 

300  .SortJi  Main 

?nat   Offic»  Box  517 

Oiorlti  City,  loM  50616-0517 

Daar  Mr.  Roblnton: 

At  the  recant  National  Sovecnora'  A8aociatj.an  Conference  in  WaAhlngtoo ,  O.C.,  the 
Ecanonuc  Oevelopment  Ccanittaa  which  I  chair,  considered  s  resolution  which  dealt 
with  the  laoue  at    dual  re<7uldtion  of  banJia  in  the  United  States.  Ny  ccta&ittea, 
and  the  National  Governors'  Aaaociation,  reaffiraed  our  strong  support  for  the 
continuation  of  the  dual  banltinq  system  by  adopting  a  racolution  vrhich  contained 
the  following  piolnts. 

«  Preservation  of  the  dual  banJiing  syatea.   Federal  laijislation  should  not 
preenpt,  limit,  or  Interfere  with  Che  rights  of  itatee  to  ragulata 
State-chartered  banJcs.   The  charterer  of  national  baoJu  caimoc  be  given 
oversight  of  state- chartered  ioatitutions. 

♦  Preservation  of  bank  choice  of  a  federal  regulator.  Any  leqialatlon  should 
allow  for  oanka  to  .nake  a  choice  as  to  which  federal  regulator  is  in  their 
beet  interest. 

*  Preservation  of  a  broad  supervisory  and  regulatory  role  for  the  Federal 
Reserve.   A  meaningful  supervisory  and  regulatory  role  is  critical  for  the 
Federal  Reserve  to  carry  out  its  responsibilities  for  the  stability  of  the 
financial  system. 

X  balieve  the  availability  of  financial  services  is  especially  critical  to  stata 
acononiaa.   States  nust  have  the  aAility  to  work  with  banks  to  proaote  economic 
developownt,  comunity  relnveetnant ,  and  credit  availability.   There  is  no 
question  that  stata  chartered  baaka  offer  an  effective  partnership  for  stata 
policymakers. 

I  an  pleased  to  report  that  this  reaolution  passed  the  Bconooiic  Oavelopoant 
Ccnnittaa  and  was  ratified  by  the  National  Governors'  Association. 

Sincerely, 


Uk^'M^I 


Terry  2.  Sranstad 
Governor 


TZB/pa 
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PREPARED  STATEMENT  OF  DAVID  F.  HOLLAND 

on  behalf  of 
The  Savings  &  Community  Bankers  of  America 

Mr.  Chairman  and  Members  of  the  Committee,  my  name  is  David  Holland,  Chair- 
man and  CEO  of  Boston  Federal  Savings  Bank,  a  $500  million  Federal  savings  bank 
overseen  by  the  Office  of  Thrift  Supervision.  I  am  pleased  to  be  here  today  in  my 
capacity  as  Chairman  of  Savings  &  Community  Bankers  of  America  representing 
some  1,925  savings  institutions  of  diverse  charter  types  and  organizational  struc- 
tures. 

Savings  Institutions  and  Regulation 

Savings  institutions  represented  by  SCBA  include  a  diverse  range  of  charter  types 
and  ownership  forms.  Federal  and  State  regulators  oversee  both  stock  and  mutual 
institutions  along  with  new  forms  of  incorporation  such  as  mutual  holding  compa- 
nies. 

Savings  institutions  are  regulated  by  a  wide  range  of  regulatory  agencies.  The  Of- 
fice of  Thrift  Supervision  oversees  both  Federal  and  State  savings  associations.  The 
Federal  Deposit  Insurance  Corporation  oversees  State-chartered  savings  banks.  The 
OTS  supervises  most  thrift  holding  companies  and  the  Federal  Reserve  is  the  regu- 
lator of  a  small  number  of  bank  holding  companies  operating  thrift  institutions.  As 
with  other  depositories,  savings  institutions  involved  in  insurance  products  are  ex- 
amined by  State  insurance  regulators  and  those  with  securities  products  face  review 
by  the  SEC,  CFTC,  and  self-regulatory  organizations  such  as  NASD. 

Overall  Position  on  Regulatory  Consolidation 

The  current  regulatory  structure  does  create  costs  and  inefficiencies  for  commu- 
nity based  financial  institutions.  Indeed,  regulations  sometimes  go  far  beyond  what 
Congress  desired.  Nevertheless  in  reviewing  proposed  changes,  the  Congress  must 
be  aware  that  most  of  the  regulatory  burden  is  grounded  in  the  law,  not  in  the  inde- 
pendent actions  of  regulators.  The  variety  of  laws  and  structures  create  conflicts 
that  regulators  are  asked  to  administer  and  resolve. 

Modem  banking  regulatory  structure  began  in  1863  with  the  creation  of  the  Office 
of  the  Comptroller  of  the  Currency  as  a  bureau  of  the  Treasury  and  has  continued 
right  through  to  1993  with  the  inception  of  the  Office  of  Federal  Housing  Enterprise 
Oversight  within  the  Department  of  Housing  and  Urban  Development. 

Because  of  the  underlying  law,  regulatory  jurisdiction  is  distributed  among  agen- 
cies and  oft^n  fragmented  where  multiple  responsibilities  exist.  For  example,  the 
Federal  Reserve  Board  is  vested  with  bank  supervision  along  with  monetary  policy; 
the  FDIC  has  insurance  authority  and  State  bank  supervision.  Even  between  two 
unrelated  statutes  one  may  find  delicate  tensions  created  that  make  regulatory  en- 
forcement and  industry  compliance  very  difficult.  The  Community  Reinvestment 
Act's  call  for  meeting  community  credit  needs  must  be  balanced  with  the  Federal 
Deposit  Insurance  Act  and  other  statutory  demands  for  the  maintenance  of  safety 
and  soundness.  Layer  up)on  layer  of  controls  and  regulatory  structures  have  been 
superimposed,  producing  oft^n  conflicting  goals  for  regulators  to  administer. 

Heading  into  the  next  century,  a  fundamental  review  of  the  underlying  statutory 
base  may  be  far  more  important  than  reorganization  of  agencies.  The  United  States 
banking  system  must  have  a  framework  of  law  and  regulation  that  supports  the 
needs  of  communities  and  customers;  one  that  reflects  a  strong  industry,  not  one  in 
crisis.  The  Congress  has  provided  authority  to  deal  with  and  prevent  such  events. 
Now,  the  law  must  be  consistent  with  the  needs  of  a  banking  business  that  confronts 
new  and  more  potent  forms  of  competitors — foreign  and  domestic,  many  of  whom  are 
unregulated  or  less  regulated — in  a  far  broader  economic  and  geographic  environ- 
ment than  that  for  which  the  current  system  was  designed. 

As  to  regulatory  costs  imposed  on  conimunity-beised  savings  institutions,  which 
are  typically  smaller  depositories,  the  agencies  and  the  GAO  nave  documented  the 
reporting,  recordkeeping,  and  accounting  costs  that  are  involved.  I  would  add  that 
there  is  also  a  significant  intangible  cost  in  the  time  senior  management  must  dedi- 
cate to  regulatory  matters  that  may  take  away  from  business  development  activities 
that  would  enhance  profit  and  protect  the  insurance  ftinds.  No  evidence  need  be  pro- 
vided here  of  regulatory  burden  beyond  the  fact  that  in  the  last  year  of  the  Bush 
Administration  and  the  first  year  of  the  Clinton  Administration,  the  OCC  and  OTS 
have  undertaken  regulatory  burden  relief  initiatives  that  recognize  the  need  for  re- 
ducing costs  for  consumers  and  the  disadvantage  created  by  regulation  in  the  face 
of  growing  competition  from  unregulated  financial  sei^ce  providers. 
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History  of  Regulatory  Restructuring  Proposals 

Rationalization  of  the  complex  regulatory  structure  created  by  agencies  at  the 
Federal  and  State  levels  involved  in  enforcing  a  wide  array  of  statutory  regimes  has 
been  a  goal  of  the  Congress  and  the  executive  branch  for  some  time.  Since  the 
1930's,  many  reviews  of  regulatory  structure  have  been  conducted. 

In  1949,  the  Hoover  Commission  suggested  that  the  OCC  should  be  in  an  inde- 
pendent body  like  the  Federal  Reserve  and  moved  outside  of  Treasury. 

In  1961,  the  Commission  on  Money  and  Credit  proposed  that  OCC  and  FDIC 
functions  be  transferred  to  the  Federal  Reserve. 

In  1971,  the  Hunt  Commission  jprofxjsed  two  agencies  to  administer  regulation  of 
national  and  State  banks  and  a  Federal  guarantee  administrator  to  supervise  the 
various  insurance  funds. 

In  1975,  the  FINE  Study  by  the  House  Banking  Committee  proposed  a  new 
"super  agency"  of  the  FDIC,  Federal  Reserve,  OCC,  Federal  Home  Loan  Bank 
Board,  and  the  National  Credit  Union  Administration,  which  would  oversee  all  Fed- 
eral and  State-chartered  institutions. 

In  1984,  Vice  President  Bush's  Task  Group  on  Regulation  of  Financial  Services 
produced  a  document  entitled  Blueprint  for  neform  which  proposed  reducing  three 
regulators  to  two.  Recommended  reforms  included  eliminating  the  FDIC's  super- 
visory role  and  creating  a  Federal  Banking  Agency  in  the  OCC  for  national  banks 
and  employing  the  Federal  Reserve  for  State-chartered  institutions  and  large  bank 
holding  companies.  State-chartered  bank  oversight  would  be  reduced  and  generally 
entrusted  to  a  State  once  its  Administration  was  certified  by  Federal  regulators; 
Federal  intervention  could  come  from  reserved  authority  in  the  insurance  funds. 

Finally,  the  1991  Treasury  study,  Modernizing  the  Financial  System  drew  heavily 
on  the  Bush  Task  Group,  recommending  a  single  Federal  regulator  for  each  banking 
organization.  The  Federal  Reserve  would  regulate  all  State  banking  institutions  ana 
a  new  agency  under  Treasury  would  regulate  all  national  bank  and  State  and  Fed- 
eral thrift  institutions.  The  FDIC  would  act  solely  as  an  insurer. 

Much  of  the  background  analysis  in  these  studies  remain  valid  and  I  would  high- 
light just  two  illustrations  of  the  burden  of  regulatory  structure  has  placed  on  insti- 
tutions. The  1984  study  Blueorint  for  Reform  noted  that  in  1980-1982,  the  FDIC 
and  Federal  Reserve  reviewed  3,652  applications  from  State -chartered  institutions 
to  open  branches,  almost  all  of  which  were  reviewed  by  State  regulators;  only  11 
were  denied,  or  about  .3  percent.  This  v/aa  clearly  an  unnecessary  waste  of  resources 
on  a  procedure  that  does  not  affect  safety  and  soundness  and  was  adequately  re- 
viewed by  the  States. 

Next,  the  study  noted  that  a  State-chartered,  nonmember  bank  with  a  one  bank 
holding  company  is  routinely  examined  by  three  regulators — the  FDIC  for  its  State 
bank,  the  Federal  Reserve  for  its  holding  company  and  a  State  regulator  for  the 
bank.  Clearly,  duplication  of  reporting  and  excessive  concern  with  State  regulation 
are  evidenced  here  and  could  be  eliminated  as  part  of  sensible  regulatory  reforms. 
It  may  be  noted  that  the  new  Treasury  Department  would  attempt  to  address  this 
issue  by  certifying  State  examinations  in  certain  instances. 

Current  Proposals 

SCBA  finds  the  various  proposals  such  as  S.  1633,  H.R.  1214,  and  the  new  Admin- 
istration document  along  witn  the  Federal  Reserve  Board's  views  to  be  valuable 
starting  points  for  discussion. 

I  must  tell  you,  however,  that  it  is  SCBA's  position  that  a  number  of  questions 
need  to  be  addressed  for  us  to  endorse  any  particular  initiative. 

For  example,  some  groups  have  attributed  greater  substantive  content  to  the  cur- 
rent debate  over  a  single  versus  multiple  regulatory  approach  and  that  has  per- 
mitted them  to  reach  a  decision.  To  SCBA  this  debate  appears  to  remain  ill  defmed 
and  to  beg  important  questions  over  the  framework  of  regulation  and  the  resulting 
regulatory  and  supervisory  processes  as  applied,  once  some  version  of  reform  is 
admited.  The  new  Treasury  proposal  does  begin  to  focus  on  this  issue  in  Section  301. 

Tne  idea  of  moving  to  a  single  versus  multiple  regulator  format,  if  presented  in 
isolation,  would  not  have  the  support  of  SCBA  because,  standing  alone  as  an  admin- 
istrative merger,  the  measure  does  not  provide  enough  substantive  relief  to  merit 
disruption  of  the  current  system.  This  is  not  because  we  perceive  an  inherent  threat 
to  the  dual  banking  system  or  because  of  some  other  threat  to  our  industry.  Simply 
put,  this  limited  revision  does  not  appear  to  provide  enough  real  value  to  merit  such 
changes.  If  that  were  the  only  choice — putting  four  or  five  regulators  into  one  office 
building — then  we  would  suggest  that  first  improvements  be  made  in  the  law  and 
in  regulation  within  the  existing  framework. 


337 

OveraU  Concept 

SCBA  supports  Federal  regulatory  restructuring  that  addresses  the  basic  issues  of 
differing  legal  regimes,  accounting,  examination  and  enforcement  approaches,  high 
overhead  costs  and  produces  a  streamlined,  competent  and  efficient  regulatory  struc- 
ture and  staff. 

A  certain  amount  of  inefficiency  and  duplication  of  overhead  costs  in  the  current 
system  may  be  remedied  by  administrative  reforms.  For  a  comprehensive  reorga- 
nization, other  goals  must  be  set  forth  to  merit  the  high  transition  costs.  Frequently, 
announced  cost  savings  prove  elusive  so  that  the  long-term  creation  of  a  profes- 
sional, mature,  and  balanced  organization  and  production  of  a  cost  efficient  super- 
visory and  examination  regime  is  critical.  We  believe  that  this  can  be  incorporated 
into  proposals  such  as  S.  1633  or  the  Administration  bill. 

Clearly  unified  rulemaking  and  supervision  would  add  value  for  multi-charter 
holding  companies  and  would  eliminate  certain  conflicting  regulatory  interpreta- 
tions for  institutions  engaging  in  several  lines  of  business. 

SCBA  feels  strongly  that  to  support  a  new  structure,  the  unitary  thrift  holding 
company  charter  must  be  preserved.  This  charter  form  has  proved  its  value  over 
time  and  permitted  savings  institutions  to  provide  a  wide  range  of  financial  services 
to  people  and  communities. 

SCBA  can  support  regulatory  restructuring  that  does  not  diminish  the  dual  bank- 
ing system.  Banning  agency  restructuring  should  be  an  opportunity  to  enhance  the 
strength  and  utilization  of  the  flexibility  and  resources  of  State -chartering  authori- 
ties. SCBA  feels  strongly  that  banking  charter  options  should  remain  available  at 
the  Federal  and  State  levels  and  a  new  regulatory  structure  should  not  diminish 
the  competitive  vitality  of  depository  institutions  by  unduly  limiting  their  range  of 
charter  choices.  The  Administration  bill  attempts  to  move  down  this  road  by  certify- 
ing State  examinations  and  State  review  of  compliance  with  Federal  consumer  laws 
by  State  banks. 

Finally,  SCBA  feels  that  an  independent  regulatory  structure,  removed  as  much  as 
possible  from  short-term  political  considerations  is  best  for  the  financial  system  that 
is  the  underpinning  of  our  market  economy.  Current  proposals  do  not  apf>ear  to  us 
to  maintain  this  independence  as  much  as  would  be  desirable. 

Impetus  for  Action — The  OTS  and  Premium  Disparity 

For  savings  institutions,  two  central  issues  press  for  regulatory  restructuring — the 
status  of  the  OTS  and  housing  GSE's  and  the  burden  of  premium  disparity  on  SAIF- 
insured  institutions. 

OTS.  First,  it  is  clear  that  the  Office  of  Thrift  Supervision  faces  funding  chal- 
lenges. As  OTS  has  indicated,  while  it  has  problems,  the  agency  remains  viable  at 
this  time  and  indeed,  appears  to  have  as  much  as  $100  million  in  reserve. 

SCBA  welcomes  a  review  of  an  OTS  and  OCC  merger  that  meets  with  long-term 
goals  set  forth  above.  However,  in  line  with  our  earlier  views,  a  consolidation  lim- 
ited to  these  two  agencies  still  must  be  undertaken  with  consideration  of  more  than 
just  an  "administrative  merger."  Attention  must  be  paid  to  consolidation  of  legal, 
accounting,  and  examination  functions,  as  well  as  differential  regulation  under  such 
a  new  structure  where  different  charter  types  coexist  within  the  same  regulatory 
jurisdiction.  The  OCC  has  not  had  experience  with  this  charter  form,  given  its  in- 
tense focus  on  the  national  bank  charter. 

Further,  cost  structures  relating  to  personnel,  examination  and  other  charges 
must  be  addressed  to  ensure  that  institutions  are  not  adversely  affected.  SCBA  rec- 
ommends that  in  such  a  merger,  as  proposed  in  prior  studies,  all  Federal  savings 
institutions  and  federally-regulated  holding  companies  remain  or  move  with  the  pri- 
mary Federal  savings  institution  regulator  they  nave  today. 

A  merger  with  the  OCC  oould  have  many  beneficial  aspects.  Congress  must  make 
a  clear  choice  whether  such  a  merger  should  be  administrative  only,  or  a  true  fiinc- 
tional  merger  that  entails  clear  decisions  up  front  on  future  rulemaking,  treatment 
of  current  rules  and  regulations,  examination,  education,  orientation  programs,  and 
the  like. 

SCBA  notes  that  the  current  discussions  have  focused  on  a  "Tbroad"  consolidation 
of  aU  banking  agencies  or  a  "narrow"  OCC-OTS  merger.  Another  area  that  must  be 
addressed  is  that  of  housing  finance  regulation.  The  Federal  Home  Loan  Bank  Sys- 
tem and  the  new  Office  of  Federal  Housing  Enterprise  Oversight  at  HUD  are  again 
two  overseers  of  Federal  Government  sponsored  enterprises  that  should  be  analyzed 
for  regulatory  burden  and  restructuring.  SCBA  is  aware  that  HUD,  Treasury,  and 
the  Bank  System  are  undertaking  a  review  at  this  time  and  these  recommendations 
soon  should  be  made  available  for  public  comment  and  congressional  consideration. 
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SCBA  believes  that  this  aspect  of  regulatory  consolidation  for  the  crucial 
consumer  market  segment  of  mortgage  finance  should  be  coordinated  with  the  re- 
view of  depository  institution  regulation. 

Premium  Disparity.  Far  more  significant  in  dollar  terms  than  ajoy  savings  from 
regulatory  restructuring  is  a  coming  premium  disparity  between  BEF  and  SAIF  in- 
sured institutions.  The  Committee  is  familiar  with  this  issue  which  was  raised  dur- 
ing the  recent  RTC  funding  legislation  and  in  recent  responses  to  questions  for 
FDIC  Board  nominees. 

SCBA  would  note  here  that  this  premium  differential  may  have  much  more  imme- 
diate consequences  for  our  members  and  the  FDIC  insurance  funds  that  any  agency 
restructuring.  Congress  should  ensure  that  no  restructuring  proposal  adversely  im- 
pacts or  delays  consideration  of  this  critical  issue. 

At  present,  both  BIF  and  SAIF  insured  institutions  pay  a  deposit  insurance  pre- 
mium averaging  0.25  percent  of  insured  deposits.  Absent  corrective  action,  a  signifi- 
cant premium  difTerential  between  BIF-  and  SAIF-insured  firms  will  emerge  some- 
time in  1996. 

First,  BIF  and  SAIF  funds  are  required  to  be  recapitalized  at  a  ratio  of  reserves 
to  deposits  of  1.25  percent.  BIF  is  now  projected  to  meet  that  target  ratio  by  1996. 
SAIF  would  not  be  recapitalized  for  another  9  years.  This  would  create  a  premium 
differential  of  some  6  basis  points.  (SAEF  has  fallen  behind  because  for  3  years  all 
premiums  paid  into  SAIF  were  diverted  to  the  RTC  to  cover  resolution  costs  for 
failed  institutions.) 

Second,  SAIF  institutions  are  saddled  with  a  diversion  of  funds  from  the  SAIF 
fund  until  the  year  2019  to  cover  the  debt  service  for  bonds  of  the  1987  Financing 
Corporation  (FICO),  amounting  to  a  11  basis  point  tax.  The  proceeds  of  these  bonds 
also  were  devoted  to  problem  case  dispositions.  Continuing  this  burden  during  the 
time  when  SAIF  is  not  fully  recapitalized  could  create  a  total  premium  differential 
of  some  17  basis  points.  This  unaermines  competitive  capacity  and  the  strength  of 
FDIC  funds. 

The  combined  efTects  of  capitalization  schedules  and  FICO  will  result  in  a  dif- 
ferential between  BIF  and  SAIF  premiums  of  17  basis  points  from  1996  to  2003, 
and  11  basis  points  from  2003  to  2019.  Computed  as  an  equivalent  tax,  the  pre- 
mium difTerential  would  have  the  same  effect  as  a  differential  tax  levy  of  an  added 
21  percent  on  earnings  at  SAIF-insured  institutions  until  2003,  and  14  percent 
thereafter. 

The  differential  "tax"  will  sharply  lower  return  on  equity  at  SAIF-insured  institu- 
tions and  will  impact  adversely  the  ability  to  raise  capital  which  the  industry  has 
been  successfully  undertaking  over  the  past  3  years.  Further,  there  will  be  an  im- 
pact on  the  ability  to  service  communitv  credit  demands.  Community-based  lending 
mstitutions  that  are  providing  valuable  services  for  housing  and  other  consumer 
needs  may  face  indefinite  stagnation. 

Alternatives  must  be  considered  to  ameliorate  the  impact  of  the  FICO  obligation 
on  the  premium  disparity.  Among  items  that  should  be  considered  are  dedication 
of  unexpended  RTC  funds  to  be  used  to  reduce  FICO,  direct  appropriation  of  funds, 
merger  of  the  deposit  insurance  funds,  and  other  concepts  to  reduce  the  premium 
differential. 

S.1633 

Senators  Riegle  and  D'Amato  have  a  detailed  legislative  proposal  for  consider- 
ation. SCBA  believes  that  this  bill  could  provide  the  vehicle  necessary  to  advance 
regulatory  restructuring  along  with  the  new  Administration  proposal.  SCBA  be- 
lieves that  the  key  now  is  to  provide  additional  substance  to  the  proposal  and  this 
testimony  attempts  to  do  that. 

The  bill's  call  for  a  Federal  Banking  Commission  basically  provides  for  an  inde- 
pendent regulator  concept  and  SCBA  fully  supports  this  objective. 

Role  of  Federal  Reaerve.  Under  this  proposal,  the  Federal  Reserve  appears  to 
retain  capacity  to  secure  information,  but  the  FDIC  and  Board  would  both  lose  their 
current  supervisory  roles.  SCBA  does  feel  that  it  would  be  wise  to  permit  the  Fed- 
eral Reserve  to  retain  supervision  over  large  bank  holding  companies  that  are  in- 
volved in  the  payments  system  in  a  significant  way  and  which  are  active  players 
in  the  monetary  process  as  primary  dealers,  as  they  are  primary  transmission  chan- 
nels for  monetary  policy. 

Details  of  Commission.  SCBA  believes  that  the  Banking  Commission's  mission 
statement  and  operational  limits  should  be  established  clearly  by  statute.  Further, 
membership  on  the  Board  to  include  someone  experienced  wiln  State  regulation 
would  be  useful  and  there  should  be  greater  specificity  as  to  the  exact  roles  of  the 
FDIC  and  Federal  Reserve  should  be  provided. 
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FDIC  Role.  Next,  the  role  of  FDIC  backup  enforcement  authority  requires  more 
clarification.  This  authority  should  be  stated  with  greater  specificity  to  avoid  any 
ambiguity  in  the  role  in  supervision  for  the  FDIC  and  any  opportunity  for  the  type 
of  "turf  battles"  that  S.  1633  intends  to  remedy. 

Dual  Banking  Sy$tem,  In  the  area  of  the  dual  banking  system,  SCBA  urges  the 
Committee  to  look  to  explicit  enhancements  in  the  role  of  State-chartering  agencies 
while  retaining  clear  Federal  oversi^t  such  as  where  the  Government  must  protect 
the  insurance  funds.  The  current  debate  over  transfer  of  all  authority  to  a  single 
regulator  or  to  a  separate  regulator  just  for  State  institutions  at  the  Federal  level 
avoids  a  more  fundamental  point — the  role  of  State-chartering  authorities  under  any 
system.  SCBA  believes  the  State  role  should  be  enhanced. 

SCBA  would  support  under  any  regulatory  configuration,  a  stronger  Federal  en- 
dorsement of  the  role  for  State-chartering  institutions.  Deposit  insurance  concerns 
should  not  impede  full  utilization  of  State  supervisory  resources  and  avoidance  of 
costly  and  duplicative  Federal  intervention.  Some  ideas  for  the  Committee  to  con- 
sider would  be  to  clarify  that  examinations  by  States  that  operate  sound  supervisory 
systems  would  be  acceptable  for  Federal  purposes  and  to  claunfy  that  for  routine 
banking  functions  of  a  general  business  nature  and  other  primarily  operational  ac- 
tivities State  determinations  would  be  final.  The  Administration  proposal  addresses 
the  former  concept  but  not  the  latter. 

Further,  the  limitations  in  the  Federal  Deposit  Insurance  Corporation  Improve- 
ment Act  on  State  activities  should  be  modified  and  implemented  under  a  more  co- 
herent approach.  At  present.  State  banks  may  engage  in  activities  permitted  to  na- 
tional banks  and  may  engage  in  activities  not  pjermitted  to  national  banks  where 
the  FDIC  determines  the  activity  does  not  pose  a  risk  to  the  insurance  system.  This 
appears  to  be  working  well.  The  Committee  might  wish  to  strengthen  the  State  role 
while  protecting  the  insurance  fund  by  providing  a  third  alternative — State  banks 
may  engage  in  activities  that  the  FDIC  does  not  endorse  so  long  as  they  are  under- 
taken in  a  separately  capitalized  subsidiary  and  do  not  employ  insured  deposits  for 
funding.  This  would  permit  innovation  at  the  State  level,  enhanced  community  serv- 
ices and  protect  the  insurance  funds.  Congress  should  recall  that  existing  anti-tying 
restrictions  apply,  but  the  depository  should  be  able  to  access  the  marketing 
synergies  that  provide  economic  benefits  to  a  banking  structure. 

Independence.  Though  not  in  S.  1633,  SCBA  has  concerns  with  the  independence 
of  the  FBC  under  the  Administration  proposal.  The  FBC  would  be  required  to  sub- 
mit regulations,  congressional  testimony,  and  legislative  proposals  to  the  Office  of 
Management  and  Budget  for  review.  This  approach  is  highly  inconsistent  with  the 
goal  of  regulatory  independence  and  has  no  place  in  any  proposal.  SCBA  supports 
creation  of  a  fully  independent  agency  along  the  lines  of  the  FDIC  or  SEC.  SCBA 
likewise  shares  the  concerns  expressed  yesterday  by  Chairman  Riegle  and  Senator 
D'Amato  over  any  subordination  of  FBC  litigation  authority  to  the  Department  of 
Justice  along  the  lines  of  the  Administration  approach. 

Funding.  How  the  Federal  Banking  Commission  will  be  funded  obviously  is  of 
interest  both  in  absolute  terms  of  costs  as  well  as  the  impact  on  different  charter 
types  and  on  the  dual  banking  system.  Here  SCBA  recommends  clarification  of  the 
funding  mechanism  and  suggests  that  a  possible  route  is  to  have  the  FDIC  pay  for 
the  operation  of  the  new  supervisory  system  out  of  the  premium  stream  as  is  cur- 
rently done  for  FDIC  operations.  This  operating  budget  would  be  subject  to  regular 
congressional  review. 

PenonneL  A  very  important  item  is  personnel  and  retention  of  professional  ex- 
pertise. SCBA  members  value  a  well-trained,  stable,  and  professional  regulatory 
staff.  Expertise  built  up  over  years  of  dealing  with  different  charter  types  should 
not  be  lost  in  a  restructuring.  The  retention  and  addition  of  personnel  familiar  with 
difTerent  charter  types  needs  to  be  part  of  overall  planning  in  any  restructuring. 

Single  cenua  Multiple  Regulators.  SCBA  reserves  judgment  for  now  on  a  sin- 
gle versus  dual  regulator  for  the  reasons  we  stated.  If  our  concerns  and  the  opportu- 
nities we  see  are  addressed,  then  SCBA  can  move  to  support  legislation.  Clearly, 
the  Committee  should  look  to  refine  the  proposal  to  clarify  its  jmpact  on  the  dual 
banking  system  and  to  increase  the  amount  of  information  on  "post  consolidation" 
operations. 

SCBA  is  interested  in  a  Federal  Banking  Commission,  but  believes  that  firm  sup- 
port can  come  only  with  a  clearer  picture  of  such  a  regulator's  independence,  its  im- 
pact on  the  dual  banking  system  and  the  ability  to  establish  legitimate  internal 
working  mechanisms  for  appeals  processes  that  avoid  an  all-or-nothing  situation  for 
supervised  institutions. 
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SCBA  Formal  Position 

SCBA  supports  farther  consideration  and  appropriate  action  on  regulatory  consoli-  I 

dation.  { 

The  Federal  Banking  Commission  has  merit;  the  entire  concept  should  be  clarified  | 

to  insure  that  key  issues  are  addressed.  Key  among  these  are:  | 

(1)  regulatory  independence;  i 

(2)  maintenance  of  existing  regulations  for  a  set  transition  period;  I 

(3)  unitary  thrill  holding  company  remaining  a  distinct  regulated  entity  as  well  ' 
as  retention  other  charter  lorms  ana  alternatives;  ! 

(4)  maintaining  and  enhancing  personnel  resources  to  oversee  differing  charter 
types;  I 

(5)  ability  for  appeals  such  as  an  administrative  law  judge  system;  I 

(6)  costs  are  fully  explained;  and,  j 

(7)  State  banking  system  impact  minimized  and  State  regulation  enhanced 
through  clearer  recognition  of  State  exams  and  operational  determinations. 

If  change  from  the  current  system  is  to  be  more  than  a  mere  rearranging  of  • 

"boxes"  on  an  organization  chart  and  this  must  be  the  case  to  merit  such  restructur- 
ing and  uncertainty,  a  strong  and  clear  description  of  the  new  system  is  imperative.  j 

SCBA  remains  very  supportive  of  regulatory  restructuring.  SCBA  believes  that  ( 

this  is  an  opportunity  not  only  to  reduce  costs  and  streamline  Administration,  but 
as  well  an  opportunity  that  can  truly  benefit  consumers.  SCBA  looks  forward  to 
working  with  tne  Committee  and  the  Administration  and  agency  to  provide  a  strong 
framework  for  the  future.  We  cannot  simply  "leave  the  details  up  to  a  new  agency. 
The  financial  industry  needs  answers  on  directions  and  goals  and  can  then  become 
advocates  of  the  initiatives  you  have  begun  in  S.  1633. 


BANKING  INDUSTRY  REGULATORY 
CONSOLIDATION 


FRTOAY,  MARCH  4,  1994 

U.S.  Senate, 
Committee  on  Banking,  Housing,  and  Urban  Affairs, 

Washington,  DC. 

The  Committee  met  in  room  538,  of  the  Dirksen  Senate  Office 
Building  at  10:10  a.m..  Senator  Donald  W.  Riegle,  Jr.  (Chairman 
of  the  Committee)  presiding, 

OPENING  STATEMENT  OF  CHAIRMAN  DONALD  W.  RIEGLE,  JR. 

The  Chairman.  The  Committee  will  come  to  order.  Let  me  wel- 
come all  those  in  attendance  this  morning. 

This  morning  we  are  pleased  to  welcome  Mr.  Charles  Bowsher, 
the  Comptroller  General  of  the  United  States,  who's  appeared  here 
many  times  before,  and  his  professional  staff. 

Today,  we'll  be  holding  our  fourth  hearing  this  week  on  the  sub- 
ject of  regulatory  consolidation  within  our  banking  system. 

We're  pleased  today  to  have  the  independent  assessment  on  con- 
solidation by  the  GAO. 

Mr.  Bowsner,  I  particularly  appreciate  the  fact  that  you  are  sup- 
portive of  our  efforts  to  consolidate  the  bank  regulatory  agencies. 
In  your  testimony  you  state  that  the  GAO  believes  "a  logical  step 
would  be  to  combine  OTS,  OCC,  and  FDIC  supervisory  responsibil- 
ities for  State-chartered  banks  that  are  not  members  of  the  Federal 
Reserve  system." 

I  also  understand  that  time  has  not  allowed  you  to  review  the 
Federal  Reserve  Bank  supervisory  role,  as  it  relates  to  systemic 
risk  and  monetary  policy,  and  therefore  you  are  not  able  to  address 
this  important  issue  today.  Next  week,  we  will  be  looking  deeper 
into  that  issue. 

Yesterday,  at  our  hearing.  Senator  D'Amato  and  I  agreed  that 
"independence"  is  fundamental  to  any  consolidation  proposal.  We 
have  also  agreed  to  continue  to  work  together  on  a  bipartisan  pro- 
posal. 

Over  the  past  3  days,  we  have  heard  from  the  Administration, 
the  bank  regulators,  and  a  number  of  association  groups. 

This  morning,  in  addition  to  Comptroller  Bowsher,  it's  also  a 
pleasure  for  the  Committee  to  welcome  Charlene  Drew  Jarvis  of 
the  District  of  Columbia,  Chairwoman  of  the  D.C.  Committee  on 
Economic  Development  and  who  is  knowledgeable  with  respect  to 
many  of  the  banking  issues  that  affect  our  local  DC  community. 

Mr.  Thomas  Schatz,  who  is  the  president  of  Citizens  Against 
Government  Waste.  Dr.  Wolfgang  Reinicke  of  the  Brookings  Insti- 
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tution.  Mr.  James  Barth,  Professor  of  Finance  at  Auburn  Univer- 
sity, whom  we've  heard  from  before.  And  finally,  Mr.  Dan 
Brumbaugh,  an  economist  who  is  well-known  to  the  Committee  and 
has  been  very  helpful  to  us  on  other  occasions. 

We'll  make  your  full  statement  a  part  of  the  record,  Mr. 
Bowsher,  and  we  look  forward  to  your  testimony. 

STATEMENT  OF  CHARLES  A  BOWSHER,  COMPTROLLER  GEN- 
ERAL, GENERAL  ACCOUNTING  OFFICE,  WASHINGTON,  DC, 
ACCOMPANIED  BY:  STEPHEN  C.  SWAIM,  ASSISTANT  DIREC- 
TOR, FINANCIAL  INSTITUTIONS  AND  MARKETS  ISSUES; 
JAMES  L.  BOTHWELL,  DIRECTOR,  FINANCIAL  INSTITUTIONS 
AND  MARKETS  ISSUES;  AND  ROBERT  W.  GRAMLING,  DIREC- 
TOR, CORPORATE  FINANCIAL  AUDITS 

Mr.  Bowsher.  Thank  you  very  much,  Mr.  Chairman. 

I'm  going  to  read  just  the  first  page  and  a  half  and  then  do  a 
summary.  I  appreciate  being  invited  to  come  to  testify.  I'm  accom- 
panied today  by  Bob  Gramling  on  the  left  here,  who  has  done  many 
of  the  audits  of  the  banks  and  thrifts  and  the  various  financial  in- 
stitutions over  the  last  5  years.  Jim  Bothwell  on  my  right,  heads 
up  all  our  work  in  the  financial  institutions  area.  Steve  Swaim, 
over  there,  is  the  one  who  supervised  the  work  that  is  the  focus  of 
this  testimony,  and  has  done  many  of  our  important  jobs  in  the  fi- 
nancial institutions  area. 

I'm  pleased  to  be  here  today  to  discuss  legislation  to  consolidate 
the  activities  of  the  four  Federal  agencies  responsible  for  the  regu- 
lation and  supervision  of  more  than  13,000  banks  and  thrifts. 
These  institutions,  together  with  their  holding  companies  and  the 
600  U.S.  branches  and  agencies  of  foreign  banks  that  would  also 
be  affected,  hold  more  than  $5.5  trillion  in  assets. 

I  welcome  the  Committee's  interest  in  simplifying  the  regulatory 
structure,  and  I  would  like  to  commend  you  for  taking  on  this  long- 
standing and  very  difficult  issue. 

Over  a  year  ago,  as  part  of  the  testimony  that  covered  a  number 
of  banking  and  thrift  issues,  I  suggested  that  there  were  opportuni- 
ties along  these  lines  that  should  be  considered. 

Several  proposals  have  been  made  recently  for  consolidating  the 
regulatory  activities  of  the  Office  of  the  Comptroller  of  the  Cur- 
rency, the  Office  of  Thrift  Supervision,  the  Federal  Reserve,  and 
the  FDIC.  Some  of  these  proposals  would  place  all  these  activities 
in  a  single  new  Federal  Banking  Commission,  while  others  would 
retain  more  than  one  regulator.  The  relative  strengths  and  weak- 
nesses of  each  major  approach  need  to  be  carefully  debated  and  I 
hope  that  my  remarks  will  be  helpful  in  that  regard. 

We  support  the  objective  of  reducing  the  current  number  of  Fed- 
eral regulators.  However,  until  the  questions  about  the  role  of  the 
Federal  Reserve  in  bank  supervision  can  be  resolved,  we  think  a 
logical  step  would  be  to  combine,  into  one  independent  agency,  the 
GTS,  OCC,  and  FDIC's  supervisory  responsibilities  for  State-char- 
tered banks  that  are  not  members  of  the  Federal  Reserve  system. 

Also,  Mr.  Chairman,  as  you  remember  last  year,  when  we  dis- 
cussed our  report,  "Improvements  Needed  In  Examination  Quality 
and  Regulatory  Structure,"  here  before  this  Committee,  we  pointed 
out  some  of  the  problems  we  had  noted  in  our  work  over  tne  last 
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few  years  involving  examinations.  One,  there  was  a  lot  of  duplica- 
tion. Two,  there  was  overlap  in  how  the  work  was  done,  and  many 
times  conflicting  advice  was  given  to  the  various  institutions  and 
they  certainly  worried  about  that. 

I  think  there  was  Just  the  general  feeling  that  we  had  so  many 
different  groups  coming  in  auditing  these  various  institutions  that 
something  needed  to  be  done.  So,  therefore,  we  do  really  strongly 
recommend  that  something  move  forward  at  this  time. 

We've  also  said,  over  time,  that  we  think  improved  regulatory 
practices  should  accompany  any  restructuring  and  I  would,  again, 
like  to  say  that  I  think  it's  awfully  important  that  the  internal  con- 
trols in  the  systems  of  all  these  institutions  be  reviewed  very  care- 
fully as  part  of  any  new  structure.  That  would  also  include  looking 
at  how  the  controls  and  procedures  are  on  derivatives,  which  is  be- 
coming more  and  more  an  important  part  of  the  banking  world.  I 
think  the  role  of  management,  the  Board  of  Directors,  the  CPA 
firms,  all  of  these,  should  be  looked  at  very  carefully,  and  I  think 
that  the  reliance  on  the  various  work  should  be  coordinated  as 
much  as  possible. 

As  you  point  out,  Mr.  Chairman,  we  have  not  had  the  role  or  the 
time  to  look  at  some  of  these  roles  of  the  central  bank. 

I  know  Chairman  Greenspan  has  made  a  very  important  point 
about  what  he  feels  is  important  with  the  issue  at  hand.  We  also 
are  aware  that  he  has  made  a  significant  issue  on  the  handling  of 
these  big  crises.  We  have  worked  with  the  Federal  Reserve  on  most 
of  the  big  crises  of  the  last  25  years.  I  think,  on  balance,  they've 
done  an  excellent  job  in  handling  many  of  these.  It's  just  somewhat 
uncertain  how  much  their  regulatory  role  helps  them  do  that. 

But  there's  no  question  they  do  have  a  major  role  here  as  the 
lender  of  last  resort  and  in  handling  some  of  these  big  crises.  And 
I  think  that  should  be  given  quite  a  bit  of  consideration. 

There  is  also  the  role  of  the  FDIC.  We  are  a  strong  believer  that 
the  FDIC  should  have  an  independent  role,  although  they  don't 
have  to,  I  don't  believe,  do  all  the  reviews  that  they  do  today.  And 
therefore,  we  do  support  the  consolidation  of  their  supervisory  func- 
tion into  this  new  Commission.  I  think  it's  important  that  they 
have  the  ability  to  look  at  any  trouble  situations  at  any  time  when 
the  insurance  fund  appears  to  them  to  be  at  risk. 

So,  Mr.  Chairman,  the  last  thing  I'd  like  to  say  is,  I  think  it  is 
important  to  move  forward  at  this  time.  I  think  there  are  some 
other  big  issues  down  the  road.  Derivatives  is  a  very  big  issue 
down  the  road  that  has  to  be  looked  at.  And  one  of  the  problems 
there  is  that  neither  the  banking  regulators  nor  the  securities  regu- 
lator, the  SEC,  have  a  total  purview  over  how  the  whole  system  is 
working.  Derivatives  are  being  done  by  all  different  groups  includ- 
ing the  insurance  companies  and  overseas  institutions. 

I  think,  at  some  point,  Congress  will  have  to  come  back  and  look 
at  the  overall  regulatory  structure  of  all  the  financial  institutions, 
but  we  would  recommend,  at  this  time,  that  as  much  consolidation 
as  possible  could  be  worked  out  here  in  the  banking  area. 

That  would  conclude  my  prepared  remarks.  I'll  be  happy  to  an- 
swer any  questions. 

The  Chairman.  Thank  you  very  much.  I  appreciate  your  testi- 
mony today. 
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I  have  only  a  few  questions  because  the  value  of  your  analysis 
is  contained  in  the  report  you've  given  us.  But  let  me  ask  you  how 
important  is  it,  in  your  view,  that  we  move  forward  promptly  with 
consolidation  legislation? 

Mr.  BowsHER.  I  think  it's  very  important,  because  we  have  a  lot 
of  duplication  out  there,  and  as  we  saw  in  these  crises  in  the  past, 
lots  of  times,  mixed  signals  were  given  to  some  of  the  Boards  of  Di- 
rectors. Some  of  these  people  had  to  make  the  tough  decisions  on 
what  to  do  with  these  institutions.  I  think  we  ought  to  be  beyond 
that. 

I  think  when  you  look  at  some  of  the  other  countries,  you  can  see 
that  they  have  a  much  more  consolidated  view.  Some  of  them  have 
a  role  with  the  central  bank,  some  don't,  but  they  all  have  a  more 
consolidated  approach  than  what  we  do.  And  I  think  this  highly 
fragmented  approach  that  we've  had  is  one  of  the  things  that  got 
us  into  trouble  here  in  the  last  5  years. 

The  Chairman.  Do  you  think  it  would  be  worth  proceeding  to 
merge  the  OCC,  the  OTS,  and  the  FDIC  into  an  independent  com- 
mission, even  if  the  differences  between  the  Federal  Reserve  and 
the  Treasun^,  regarding  other  areas  of  consolidation,  have  not  yet 
been  workea  out? 

Mr.  BowsHER.  Yes,  I  do.  I  think  that  would  be  worthwhile. 

Also,  I  think  it's  an  important  point  to  recognize  that  these  are 
big  mergers,  these  are  not  going  to  be  easy  to  achieve.  There's 
going  to  be  a  lot  of  tough  work  in  bringing  these  different  cultures 
and  different  systems  together.  So,  I  think  if  you  could  accomplish 
that  much,  it  would  be  a  major  step  forward. 

The  Chairman.  One  other  thing,  I  would  like  to  share  my  con- 
cern over  the  derivatives  area.  We  talked  about  this  before.  I  think 
that  the  lack  of  one  regulator  being  in  charge  is  very  troubling. 

The  other  day,  we  had  all  four  bank  regulators  seated  at  the 
table  where  you  are  now.  I  asked  the  question:  Who  has  the  re- 
sponsibility over  the  derivatives  issue?  Well,  it  turns  out  nobody 
really  has;  everybody  and  nobody. 

Mr.  BowsHER.  Everybody  has  a  piece  of  it. 

The  Chairman.  Everybody  has  some  and  nobody  has  it  all,  and 
nobody  has  a  clear  picture,  as  far  as  I  can  judge,  as  to  what  the 
overall  situation  is  or  what  the  risks,  even  the  systemic  risks,  may 
be.  To  me,  that  falls  into  a  more  subtle  category  of  what  we're  try- 
ing to  accomplish  with  intelligent  and  well-engineered  consolida- 
tion of  bank  regulatory  functions. 

In  other  words,  the  obvious  problems  vou  get  when  you  have  four 
regulators,  is  overlap,  duplication,  ana  opposing  standards.  This 
can  lead  to  as  many  as  three  or  even  four  regulators  examining  the 
same  institution  at  the  same  time.  We've  actually  had  situations 
like  that  described  to  us.  That's  an  obvious  inefficiency  and  com- 
mon sense  says  we  ought  to  try  to  eliminate  it. 

What's  harder  to  see  are  the  things  that  fall  through  the  cracks 
and  that  you  don't  see  until  a  huge  problem  has  happened. 

When  you've  got  a  fragmented  system  and  a  situation  where  no- 
body is  really  in  charge,  you  can  have  this  problem  where  bits  and 
pieces  are  scattered  to  different  places.  But  nobody  ever  has  the 
authority  to  aggregate  it  all  and  focus  directly  on  the  problem.  It's, 
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in  a  sense,  analogous  to  the  case  you've  been  making  for  a  long 
time  on  internal  controls  within  an  institution. 

Mr.  BowsHER.  That's  right. 

The  Chairman.  And  you've  argued  forcefully  for  a  series  of  inter- 
nal controls  that  allow  that  kind  of  summation  and  monitoring 
ability  to  occur  within  an  institution. 

That  principle,  it  seems  to  me,  applies  the  same  way  to  deriva- 
tives. That  is,  if  you  do  not  have  the  responsibility  clearlv  defined 
and  it's  fractured  and  split  up  all  over,  you  have  no  way  of  knowing 
what's  falling  between  the  cracks. 

You've  warned  us  about  derivatives  for  a  long  time  and  I  take 
the  warnings  seriously.  But  I  have  to  say  that  over  a  year  and  a 
half  ago,  on  June  5,  1992,  I  asked  the  GAO  to  do  a  report  on  de- 
rivatives because  I  figured  that  somebody  has  got  to  do  the  blood- 
hound work  on  this,  as  complicated  and  exotic  as  it  may  be,  in 
terms  of  its  analysis.  We've  not  yet  gotten  that  report,  may  I  ask 
what's  taking  so  long? 

Mr.  BowsHER.  Jim  Both  well  here  is  in  charge  of  this  work.  It  has 
taken  longer  than  we  would  have  liked. 

One  factor  is  our  decision  to  conduct  a  survey  that  took  several 
months.  That  is  one  of  the  main  reasons.  But  also  pulling  the  work 
together  and  writing  it  has  proven  to  be  a  more  difficult  job.  We 
hope  to  be  ready  right  after  the  recess  some  time  with  this  product, 
and  I'll  let  Jim  add  to  what  my  comments  were  here. 

But  I  share  your  concern,  especially  about  getting  this  report  to 
the  Congress. 

The  Chairman.  Let  me  ask  you  this  first,  I  think  we  need  to 
come  to  an  understanding  as  to  when  the  Congress  will  get  this  re- 
port, say,  within  60  days.  But  more  than  that,  once  we  get  it,  we 
need  recommendations.  In  other  words,  this  is  one  area  where  I 
think  you  folks,  perhaps  better  than  anybody  else,  are  in  a  position 
to  really  make  some  important  policy  recommendations  and  help 
guide  us. 

I  am  looking  for  the  GAO  to  come  and  give  us  some  ideas  as  to 
how  we  get  a  proper  fence  around  these  activities.  Is  60  days  a 
workable  time  frame,  and  will  we  be  given  specific  recommenda- 
tions? 

Mr.  BowsHER.  Certainly  60  to  90  days  is  a  workable  time  frame, 
and  we  definitely  will  have  recommendations. 

The  Chairman.  When  they're  ready,  will  you  come  back  and  lay 
these  out  for  us? 

Mr.  BowsHER.  I  sure  will,  yes. 

The  Chairman.  I'm  going  to  put  anything  else  we  have  scheduled 
aside  to  accommodate  that  hearing,  because  I  think  this  issue  is  of 
a  single  importance.  I  appreciate  that  commitment. 

Mr.  Bothwell. 

Mr.  Bothwell.  Mr.  Chairman,  I  just  want  to  assure  you  that  we 
have  a  very  large  and  capable  team  working  on  derivatives.  We're 
doing  everything  in  our  power  to  get  this  work  done  as  quickly  as 
we  can. 

We've  already  completed  all  our  audit  work,  as  Mr.  Bowsher 
said.  We  ran  into  a  great  deal  of  time  delay  in  terms  of  getting  our 
survey  accomplished.  We  have  no  right  of  access  to  some  of  these 
big  derivatives  dealers,  so  we  had  to  rely  on  an  independent  ac- 
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counting  firm  to  help  us  do  this  survey.  They  had  to  compile  all  the 
data.  That  put  us  back  quite  a  few  months.  Nevertheless,  I  think 
that  that  delay  is  going  to  be  worth  it  in  terms  of  the  information 
that  we're  going  to  be  coming  up  with.  It's  information  that  really 
doesn't  exist  now  in  terms  of  how  large  this  market  is,  who  the 
dealers  are,  and  what  the  interrelations  among  the  derivatives 
dealers  are. 

Another  aspect  of  it  is  that  this  is  not  only  a  very  complex  sub- 
ject, where  new  products  are  essentially  being  invented  almost 
overnight,  but  also  the  regulators  are  now  taking  some  very  posi- 
tive actions.  So  we  want  to  make  sure  that  we're  right  up  to  date 
in  terms  of  where  everybody  is  on  this  issue  in  our  report,  so  we 
can  be  as  accurate  and  as  comprehensive  as  we  can  be. 

In  addition,  with  regard  to  your  concern,  there's  been  a  number 
of  studies  done  on  derivatives.  It  seems  like  it's  a  very  big  growth 
industry  itself,  this  business  of  doing  studies  on  derivatives  and 
conferences  on  derivatives.  But  we  are  planning  to  do  exactly  what 
you  hoped  that  we  would  do.  We  want  to  be  able  to  tell  the  Con- 
gress what  the  Congress  needs  to  do  in  this  area.  There's  been  a 
lot  of  different  studies  done  about  the  size  of  the  market,  the  types 
of  products,  and  what  the  regulators  are  doing,  but  I'm  sure  that 
you  and  other  Members  of  the  Committee  are  very  much  interested 
in  what  it  is  that  Congress  needs  to  do.  And  that  is  exactly  what 
we're  going  to  be  focusing  on. 

The  Chairman.  May  I  ask,  is  there  a  way  for  you  to  express  the 
dollar  volume  of  derivative  activity  that's  out  there  now,  or  the 
number  of  transactions  that  would  fall  into  that  category  that,  in 
effect,  create  an  asset  class  or  an  exposure  class  of  some  size? 

Mr.  BOTHWELL.  Yes,  sir.  The  number  you  want  really  depends 
upon  what  measure  you're  looking  for.  If  you're  looking  for  a  meas- 
ure of  volume  in  this  market,  the  best  data  available  tell  you  that 
it's  around  $12  trillion  in  terms  of  notional  or  principal  amount. 
But  that  is  not  a  good  measure  of  the  amount  at  risk  for  these  in- 
stitutions that  are  involved  with  this  market.  That  amount  is 
somewhere  in  the  neighborhood  of  1  to  2  percent  of  that  notional 
or  principal  amount. 

The  Chairman.  One  to  2  percent  of  the  $12  trillion.  That  as- 
sumes that  if  you  have  a  chain  reaction,  that  starts  from  whatever 
source,  all  of  a  sudden,  you  get  an  instability. 

Do  we  know  enough  about  this  to  understand  that  if  people  have 
to  start  squaring  accounts  that,  in  effect,  the  bottom  line  of  what's 
at  risk  in  losses  would  only  be  1  to  2  percent  of  the  $12  trillion? 

Mr.  BoTHWELL.  Our  best  information  is  that  it's  about  the 
amount  that  you'd  have  in  terms  of  your  exposure  to  different  types 
of  counterparties  in  total.  So  on  a  net  basis 

The  Chairman.  Is  there  not  risk  in  this  area,  as  we've  seen  in 
other  areas,  where  if  a  given  institution  bums  through  its  capital, 
it  can't  reconcile  its  books  and  its  payments?  In  other  words,  does 
what  you've  just  said  assume  that  everybody  can  clear  at  the  end 
of  the  day  so  that  all  the  accounts  match  out/ 

Mr.  BoTHWELL.  Yes,  sir. 

The  Chairman.  If  you  don't  have  that,  what's  the  degree  of  expo- 
sure if  somebody  is  left  holding  the  bag  and  you  get  this  rattling 
on  through.  What's  the  level  of  exposure  then? 
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Mr.  BOTHWELL.  That  figure  is  going  to  be  higher  than  the  1  to 
2  percent  that  assumes  that  the  clearing  will  all  take  place.  If 
there's  a  problem  in  terms  of  liquidity  and  you  can't  settle,  then 
those  gross  exposures  are  going  to  be  larger  than  the  net. 

Mr.  BowsHER.  That  would  be  a  systemic  problem  at  that  point, 
much  as  you've  had  those  kind  of  risks  here  in  the  past.  When  you 
get  large  institutions,  if  they  can't  make  good,  then  you  have  a  real 
systemic  problem  that  could  be  very  large  and 

The  Chairman.  Is  that  one  of  the  dangers  that  we  have  to  be 
concerned  about  here? 

Mr.  BowsHER.  I  think  it  is,  because  I  think  the  derivatives  by 
themselves,  today,  are  so  large  it's  just  like  Third  World  debt  or 
any  of  the  other  areas  that  have  gotten  us  into  problems  in  the 
past. 

If  this  area  gets  you  into  a  problem,  then  there's  no  question.  It 
could  be  very  worrisome.  If  you  were  to  just  think  about  Jim,  who 
was  just  over  in  Germany  and,  of  course,  they  had  a  big  industrial 
company  there  that  was  on  the  wrong  side  of  that,  you  might  say, 
and  that's  got  all  the  big  German  banks  very  much  worrying  about 
their  situation.  In  addition  to  this  one,  I  think  it's  the  14th  or  15th 
largest  industrial  company  in  Germany. 

The  Chairman.  I've  been  reading  about  that.  That's  one  of  the 
things  that  adds  to  the  concern.  We've  worked  so  hard  in  other 
areas  of  financial  structure  that  are  more  traditional  and  long- 
standing, to  develop  certain  safeguards,  clearing  mechanisms, 
backup  systems,  monitoring  devices,  and  so  forth.  And  we  worked 
very  hard  to  refine  those  things. 

Sometimes  discreet  product  types  tend  to  fall  within  a  vertical 
structure,  so  it's  somewhat  easier  to  measure  and  contain.  What 
I'm  sensing  here  with  derivatives  is  that  this  is  a  business  that  is 
spun  out  across  a  broad  horizontal  plane.  You  talk  about  insurance 
companies,  you  talk  about  banks  and  industrial  companies  and 
other  things.  As  a  result,  I  think  the  ability  for  our  existing  system 
of  regulatory  supervision  may  not  be  designed  to  properly  capture 
that  kind  of  development. 

So  we  may  be  way  behind  a  product-type  explosion  which  gets 
up  to  the  level  of  approximately  $12  trillion.  But  at  the  end  of  the 
day,  if  you've  got  a  defective  clearance  mechanism  where  people, 
like  this  German  company,  have  bet  the  wrong  way,  and  can't  set- 
tle their  debts,  and  that  starts  to  rattle  through  the  financial  sys- 
tem. Maybe  even  rattle  through  the  international  financial  system. 
And  it  seems  to  me  that  you  could  get  a  cardiac  arrest  in  your  fi- 
nancial system  that  nobody  had  the  foresight  to  anticipate  and, 
therefore,  try  to  prevent  from  happening. 

To  me,  banking  consolidation  relates,  in  part,  to  this  question, 
because  the  issue  is:  Who's  responsible?  I've  seen  too  many  in- 
stances where  we've  brought  bank  regulators  to  the  table  on  com- 
mercial lending  problems.  Third  World  bank  problems,  or  other 
things.  And  ii  was  always  somebody  else's  problem,  somebody  else's 
mistake. 

But  this  one  is  in  a  special  category  of  concern.  So  I  am  very  in- 
terested in  what  you  have  to  say  and  the  recommendations  that 
you  have  to  offer.  I  would  say  to  you  that  if  anybody  is 
stonewalling  you  on  information  that  you  need,  I  need  to  know 
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about  that  because  we  may  need  to  go  after  that  information  in  a 
different  way.  I  don't  want  to  be  in  a  situation  where  we  don't  have 
the  factual  information  available  to  us  that  we  would  need  to  make 
good  public  policy  judgments.  If  there  is  a  problem  in  that  area,  we 
need  to  know  that. 

Mr.  BOTHWELL.  To  date,  sir,  we've  had  the  ability  to  get  the  in- 
formation we  think  we  need  to  have  and  the  audit  work  is  done. 
We're  just  pulling  together  the  report. 

The  Chairman.  We  look  forward  to  seeing  you.  You'll  be  back 
within  60  to  90  days.  Mr.  Bowsher,  we'll  look  forward  to  your  mak- 
ing that  presentation.  I  can  tell  you,  there's  very  keen  interest  in 
this. 

Thank  you  very  much  for  participating  today. 

Mr.  Bowsher.  Thank  you  very  much,  Mr.  Chairman. 

The  Chairman.  Let  me  excuse  this  panel  and  ask  the  other  wit- 
nesses to  come  forward. 

[Pause.l 

The  Chairman.  Let  me  welcome  you  all.  Thank  you  for  your  ap- 
pearance here  today  and  for  the  time  that  you've  taken  to  prepare 
your  testimony  for  us.  I'm  going  to  go  in  the  order  in  which  I  intro- 
duced you  earlier,  so  I'll  proceed  down  that  list,  starting  now. 

We'll  start  with  you,  Ms.  Jarvis.  You  are  Charlene  Drew  Jarvis, 
representing  the  District  of  Columbia,  and  you  Chair  the  D.C. 
Committee  on  Economic  Development. 

I  know  you've  specialized  in  a  number  of  banking  issues  that  af- 
fect this  local  area,  so  we're  pleased  to  have  you,  and  we'll  make 
your  full  statement  a  part  of  the  record,  and  we'd  like  your  testi- 
mony now. 

STATEMENT  OF  CHARLENE  DREW  JARVIS,  COUNCILMEMBER, 
WARD  4,  WASHINGTON,  DC,  AND  CHAIRPERSON,  D.C.  COM- 
MITTEE ON  ECONOMIC  DEVELOPMENT 

Ms.  Jarvis.  Thank  you  very  much,  Mr.  Chairman.  I'm  delighted 
to  be  here  to  testify  before  you  today  on  Senate  Bill  1633,  the  Reg- 
ulatory Consolidation  Act  of  1993,  introduced  by  you  and  by  Sen- 
ator D'Amato. 

I'm  here  today  to  voice  my  support  for  that  legislation,  the  con- 
solidation of  bank  supervisory  functions  in  a  Federal  Banking  Com- 
mission, because  I  believe  that  the  ultimate  result  of  the  consolida- 
tion will  be  an  improvement  in  banking  services  to  individuals  and 
businesses,  and  an  increase  in  confidence  in  the  efficiency  and  eq- 
uity of  our  banking  system,  generally. 

During  most  of  my  tenure  as  a  locally  elected  official,  I've  had 
the  privilege  of  serving  as  the  Chairperson  of  the  Committee  on 
Economic  Development,  as  you've  mentioned.  The  responsibilities 
of  this  committee  include  oversight  for  the  recently  established  Of- 
fice of  Banking  and  Financial  Institutions,  whose  acting  super- 
intendent, Linda  McGhee,  is  here  with  us  today.  That  office  char- 
ters and  regulates  banks  operating  within  the  District. 

In  addition,  my  committee  reviews  and  approves  mergers  and  ac- 
quisitions of  banks  and  bank  holding  companies  in  the  District  fol- 
lowing the  local  superintendent's  review  and  recommendations. 
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Last,  the  committee  assists  in  negotiating  and  monitoring  banks' 
community  development  requirements  pursuant  to  D.C.  Law  6- 
107. 

I'd  like  to  enter  into  the  record  some  of  the  experiences  I've  had 
as  a  local  official  of  a  city-State  working  with  Federal  bank  regu- 
latory systems.  I  believe  these  examples  may  aid  the  Committee  in 
understanding  how  the  current  regulatory  system  might  be  stream- ,, 
lined  to  better  meet  the  needs  of  consumers,  businesspersons,  and 
banks  alike. 

I  understand  that  certain  witnesses  have  a  concern  about  the 
bill's  impact  on  the  dual  banking  system.  While  I  appreciate  those 
views,  I'm  testifying  from  the  vantage  point  of  a  legislator  in  a  ju- 
risdiction with  almost  all  federally-chartered  banks. 

My  experience  during  the  drafting  of  the  Regional  Interstate 
Banking  Compact  is  as  lollows: 

Until  1984,  my  committee's  responsibility  for  banking  was  almost 
vestigial.  In  that  year,  the  District,  however,  decided  to  exercise  its 
congressionally  conveyed  authority,  under  the  Douglas  Amendment 
to  the  Bank  Holding  Company  Act,  to  authorize  the  District  to  par- 
ticipate in  interstate  bank  mergers. 

This  was  the  first  time  that  we  interacted  in  any  meaningful  way 
with  Federal  regulators,  as  we  sought  to  become  part  of  the  South- 
east Compact  of  11  States  that  would  allow  reciprocal  interstate 
banking. 

I  must  mention  at  the  outset  that  individuals  at  the  Federal  Re- 
serve Board,  the  Office  of  the  Comptroller  of  the  Currency,  the  Fed- 
eral Deposit  Insurance  Corporation,  and  the  then  Federal  Home 
Loan  Bank  Board,  were  always  helpful,  always  courteous  in  assist- 
ing us  in  crafting  this  significant  legislation.  Thus,  I  limit  my  cri- 
tique today  to  the  current  regulatory  framework,  rather  than  to 
any  individual  or  individuals  in  this  regulatory  system. 

It  was  important  to  our  committee  that  community  development 
commitments  be  part  of  any  merger  application  into  the  District. 
We  believed  that  these  commitments  would  help  ensure  that  out- 
of-State  bank  holding  companies  would  address  local  needs. 

It  became  immediately  clear  to  me,  however,  that  there  would  be 
some  confusion  and  overlap  in  enforcement  between  several  of  the 
Federal  bank  regulators  and  between  the  Federal  regulators  and 
the  District's  Office  of  Banking,  as  we  finahzed  the  community  de- 
velopment portion  of  our  legislation. 

Such  confusion  could  occur  because  these  development  require- 
ments were  more  stringent  than  Federal  Community  Reinvestment 
Act  regulations,  and  because  at  least  two  Federal  regulators  would 
be  responsible  for  reviewing  the  validity  and  enforcement  of  these 
commitments. 

The  Comptroller  would  have  a  say  because,  of  course,  nearly  all 
banks  are  federally-chartered  in  the  District.  Thus,  the  Comptrol- 
ler's compliance  examiners  and  auditors  would  review  the  commit- 
ments of  the  holding  company's  bank  subsidiary.  In  addition,  the 
Federal  Reserve  would  have  some  level  of  jurisdiction  because  of  its 
responsibility  for  the  holding  company  structure. 

I  don't  believe  that  the  respective  Federal  regulatory  roles  were 
ever  clearly  established  as  to  the  District's  community  development 
requirements. 
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As  I  recall,  implementing  our  current  banking  laws  became  an 
exercise  in  fortitude  and  certainly  a  lesson  in  patience  for  members 
of  the  Committee  on  Economic  Development.  Letters  and  opinions 
went  back  and  forth  between  Federal  agencies  and  my  committee, 
and  we  finally  arrived  at  some  understanding  about  how  much  au- 
thority we  had  with  regard  to  national  bank  community  reinvest- 
ment commitments  and  about  which  regulators  would  be  reviewing 
the  community  development  requirements.  I  believe  that  this  proc- 
ess would  have  been  less  elusive  if  completed  within  the  structure 
of  the  proposed  Federal  Banking  Commission. 

Next,  let  me  go  to  my  experience  during  the  mergers  and  acquisi- 
tions process. 

My  experience  with  the  mergers  and  acquisitions  process  in  the 
District  is  that  my  committee  must  comprehend  a  myriad  of  Fed- 
eral and  local  standards  prior  to  any  approval  by  our  legislature  of 
merger  applications. 

For  example,  a  D.C.  merger  applicant  with  a  holding  company 
must  apply  to  the  Federal  Reserve  and  speak  to  issues  of  the  par- 
ent company's  stock  ownership,  and  the  overall  quality  of  capital 
and  assets  of  the  parent. 

The  bank  subsidiary,  however,  must  apply  to  the  Comptroller  of 
the  Currency  and  speak  to  issues  of  the  subsidiary's  health,  the 
branching  laws,  operations  of  the  bank,  and  convenience  to  the 
community.  And  of  course,  the  Justice  Department  and  Securities 
and  Exchange  Commission  have  an  ancillary  role  because  of  issues 
of  antitrust  and  publicly  held  stock,  respectivelv. 

Having  gone  througn  some  11  mergers  and  acquisitions  in  the 
District,  I  now  believe  that  the  current  decentralization  of  regu- 
latory responsibilities  can,  in  fact,  hinder  a  regulator's  ability  to  ac- 
curately view  a  merger  transaction  or  to  understand  its  full  impact. 

Additionally,  a  recent  District  merger  applicant  applied,  consecu- 
tively, to  Maryland  State  regulators,  Federal  Reserve  regulators, 
the  District  regulators,  and  finally,  to  the  Comptroller  of  the  Cur- 
rency. 

I  take  the  position  that  these  varied  applications  were,  in  effect, 
one  related  transaction  that  should  have  been  reviewed  by  a  single 
regulator.  I  believe  that  we  are  at  a  disadvantage  when  each  regu- 
lator reviews  an  application  according  to  his  or  her  own  regula- 
tions, precedent,  and  standards. 

The  disadvantage  occurs  because  each  regulator  sees  only  part  of 
the  merger  picture.  I'd  add  that  the  current  regulatory  structure 
invites  a  degree  of  forum  shopping.  This  simply  means  that  banks 
attempt  to  merger  under  statutes  and  regulations  that  are  more 
beneficial  to  them.  That  also  means  that,  with  a  good  attorney,  you 
can  find  out  which  regulator  has  historically  been  willing  to  grant 
the  kind  of  merger  that  you  seek. 

This  situation  would  be  effectively  cured  under  the  proposed  Fed- 
eral Banking  Commission  because  standards  would  be  uniform. 

Now,  my  experience  with  failed  District  banks.  As  this  distin- 
guished Committee  is  aware,  several  banks  located  in  the  District 
have  failed  within  the  last  few  years.  In  the  wake  of  the  failures, 
I  learned  that  the  FDIC's  supervisory  powers,  in  cases  of  weak  or 
failing  banks,  were  quite  omnipotent  and  overrode  other  laws  and 
regulations. 
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Bank  customers  and  business  persons  contacted  our  office  and 
stated  that  they  did  not  have  an  understanding  of  the  FDIC's  role, 
and  that  the  FDIC  seemed  not  to  be  concerned  with  any  commu- 
nity commitments  that  had  been,  heretofore,  hammered  out  by  the 
District. 

Here,  again,  there  would  have  been  a  benefit  to  the  community 
if  the  FDIC  retained  its  insurance  role  and  if  the  supervisory 
standards  were  the  duty  of  a  single  regulatory  body. 

I'm  cognizant  that  the  FDIC  was  dealing  with  serious  safety  and 
soundness  issues,  but  this  begs  the  next  question.  Which  is,  why 
weren't  the  banks'  capital  and  managerial  problems  dealt  with 
much  sooner?  And  who  is  at  the  wheel  of  the  Federal  regulatory 
ship? 

I  believe  that  a  properly  constructed  consolidation  bill  would  lead 
to  a  more  efficient  warning  system  to  spot  banks  that  are,  in  fact, 
in  financial  trouble.  I'd  also  like  to  mention  that  the  plethora  of 
failed  banks  nationwide,  during  the  last  several  years,  led  to  over- 
regulation  of  banks  by  Federal  regulators,  and  within  a  period  of 
less  than  10  years.  Federal  regulation  swung  wildly  between  de- 
regulation and  overregulation  of  financial  institutions. 

This  erratic  regulatory  structure  does  not  aid  in  creating  a  stable 
and  growing  economy.  I'd  hope  that  by  streamlining  the  regulatory 
structure,  the  standards  for  banks  would  be  consistent  and  not  ca- 
pricious. 

Finally,  my  experience  with  local  business  and  homeowner  com- 
plaints. As  an  urban  area  with  a  large  minority  population,  the 
District,  like  many  similar  cities,  has  problems  with  residents  re- 
ceiving equal  access  to  capital  from  financial  institutions.  Unfortu- 
nately, this  problem  is  compounded  by  the  lack  of  a  clear  and  cohe- 
sive response  from  Federal  regulators. 

During  a  recent  hearing,  which  I  held  at  Union  Temple  Baptist 
Church  in  the  southeast  quadrant  of  our  city,  where  many  of  the 
germane  Federal  regulators  were,  in  fact,  present,  my  committee 
could  not  get  a  unified  response  on  a  number  of  issues. 

For  example,  who  has  the  ultimate  authority  over  individual 
complaints  of  mortgage  discrimination  based  upon  race  or  other 
statutorily-protected  classes? 

In  fact,  the  best  answers  at  that  hearing  came  from  HUD,  rather 
than  any  of  the  bank  regulators. 

Two,  has  the  hiring  of  minority  appraisers  been  statutorily  ad- 
dressed with  regard  to  the  Resolution  Trust  Corporation  in  the 
FIRREA  law? 

Three,  why  are  certain  banks  receiving  excellent  or  satisfactory 
CRA  grades  when  their  depositors  feel  they  don't  adequately  serve 
the  community? 

Under  the  proposed  Federal  Banking  Commission,  the  commu- 
nity would  have  some  guidance  as  to  where  banking  complaints 
could  be  quickly  and  equitably  handled,  because  one  agency  would 
be  responsible  and  accountable  in  this  area. 

In  summary,  Mr.  Chairman,  my  experiences  as  a  local  legislator 
have  shown  me  that  our  current  financial  regulatory  system  is  in 
need  of  more  consolidation  and  less  duplication.  And  the  Riegle- 
D'Amato  bill,  if  enacted,  will  start  us  down  a  streamlined  regu- 
latory path. 
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Mr.  Chairman,  this  concludes  my  formal  testimony.  I  want  to 
thank  you  and  the  Committee  for  permitting  me  to  testify  today, 
and  I  look  forward  to  answering  your  questions. 

The  Chairman.  Thank  you  very  much.  It's  a  very  fine  presen- 
tation and  very  helpful  to  us. 

Mr.  Schatz,  you  are  president  of  Citizens  Against  Government 
Waste.  We'd  like  to  hear  from  you  now. 

STATEMENT  OF  THOMAS  A  SCHATZ,  PRESIDENT,  CITIZENS 
AGAINST  GOVERNMENT  WASTE,  WASHINGTON,  DC 

Mr.  Schatz.  Thank  you  very  much,  Mr.  Chairman. 

I  appreciate  the  opportunity  to  testify  today  on  the  Administra- 
tion's proposal  regarding  regulatory  consolidation  and  your  and 
Senator  D'Amato's  proposed  regulatory  consolidation  bill,  S.  1633. 

I  represent  the  600,000  members,  nationwide,  of  Citizens  Against 
Government  Waste,  or  CAGW.  The  organization  was  created  10 
years  ago  after  the  Grace  Commission  published  its  recommenda- 
tions to  make  the  Government  more  efficient.  Since  1986,  CAGW 
has  saved  taxpayers  more  than  $250  billion,  with  another  $76  bil- 
lion in  savings  over  the  next  5  years.  Many  of  our  waste-cutting 
recommendations  have  been  adopted  by  Members  of  Congress. 

With  the  Vice  President's  National  Performance  Review,  last  fall, 
the  Clinton  Administration  also  recognized  the  importance  of  pro- 
viding a  better  return  on  the  investment  of  hundreds  of  billions  of 
our  tax  dollars. 

In  late  January,  our  founder,  J.  Peter  Grace,  sent  a  letter  sup- 
porting the  Administration's  efforts  to  Treasury  Secretary  Bentsen. 
Mr.  Grace  reiterated  his  1984  conclusions  that,  "The  Grace  Com- 
mission found  the  financial  regulatory  system,  with  its  fragmented 
approach  to  regulation,  inadequate  to  meet  the  demands  of  a  rap- 
idly changing  industry." 

Mr.  Chairman,  you  and  Senator  D'Amato  deserve  the  thanks  of 
the  American  people  for  focusing  attention  on  the  need  for  consoli- 
dation of  the  Federal  Government's  banking  regulatory  system. 
This  is  simply  a  good  Government  issue  and  one  that  this  Commit- 
tee and  the  whole  Congress  should  act  on  quickly. 

Your  Committee  has  documented  more  than  50  years  of  reports 
recommending  consolidation  of  the  bank  regulatory  system.  Ex- 
perts from  both  sides  of  the  aisle  and  many  Administrations  agree 
that  the  current  system  is  archaic,  inefficient,  and  costly,  and  that 
consolidation  would  benefit  consumers  and  improve  the  safety  and 
soundness  of  the  financial  services  industry. 

Taxpayers  are  demanding  action  now  to  eliminate  Government 
waste.  There  is  nothing  more  frustrating  for  them,  especially  as 
they  approach  paving  their  taxes  on  April  15,  1994,  than  knowing 
there's  a  good  ana  logical  idea  in  Washington  that's  being  thwarted 
by  some  special  interest,  or  even  worse,  infighting  among  Federal 
agencies. 

Your  hearings  will  help  make  taxpayers  aware  of:  the  massive 
regulatory  overlap  among  the  four  Federal  banking  agencies;  ineffi- 
ciencies in  examinations,  consumer  protection,  and  recordkeeping 
systems,  including  simple  items  like  the  timing  of  applications  and 
notices;  and  redundancy  in  administrative  authority  under  Federal 
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banking  laws  resulting  in  inconsistent  interpretations  of  almost  20 
separate  Federal  statutes. 

While  this  is  enough  to  outrage  taxpayers,  the  biggest  waste  of 
all  is  that  nothing  has  been  done.  Differences  of  opinion  should  be 
set  aside  in  favor  of  constructive  action.  Inside  the  beltway,  turf 
battles  cause  taxpayers  to  lose  faith  in  the  ability  of  Government 
to  make  effective  use  of  their  hard-earned  tax  dollars. 

One  regulator  is  clearly  better  than  four.  Two  regulators  would 
still  incorporate  wasteful  duplication  and  would  also  be  more  likely 
to  engage  in  a  civil  war  that  would  result  in  continued  gridlock. 
One  regulator  would  finally  bring  full  accountability  to  the  bank 
regulatory  system. 

Mr.  Chairman,  the  Grace  Commission  advised  that  "significant 
economies  are  available  by  consolidating  the  regulatory  agencies 
dealing  with  the  banking  industry"  into  a  new  Federal  Banking 
Commission.  The  Grace  Commission  estimated  that  this  consolida- 
tion would  save  taxpayers  $99  million  over  3  years.  The  Grace 
Commission  estimated  the  cost  of  duplicative  banking  regulation  in 
1984  to  be  $292  million.  They  cited  a  total  of  4,880  field  examiners 
and  overlapping  field  offices. 

Today,  the  Government  spends  an  estimated  $1  billion  a  year  on 
regulators,  more  than  three  times  higher  than  in  1984,  and  em- 
ploys over  12,000  examiners  and  support  staff.  This  massive 
growth  makes  consolidation  even  more  important.  If  we  don't  act 
now,  how  much  bigger  will  this  regulatory  Goliath  be  in  another 
10  years? 

In  its  conclusion,  the  Grace  Commission  said  that,  "The  benefits 
in  efficiency,  uniformity,  flexibility,  consistency,  and  cost  savings 
indicate  that  such  a  consolidation  of  the  bank  regulatory  agencies 
into  one  is  both  necessary  and  appropriate." 

Your  legislation,  S.  1633,  as  well  as  the  Administration's  pro- 
posal, would  form  a  single  regulatory  agency  out  of  the  four  Fed- 
eral regulators  for  depository  institutions.  These  agencies  include 
the  Office  of  the  Comptroller  of  the  Currency,  the  Office  of  Thrift 
Supervision,  the  Federal  Deposit  Insurance  Corporation,  and  the 
Federal  Reserve  Board.  As  proposed  by  the  Grace  Commission,  this 
new  entity  would  be  called  the  Federal  Banking  Commission. 

With  a  hodgepodge  of  regulations  and  regulators,  taxpayers  are 
funding  a  bloated  and  inefficient  bureaucracy. 

Last  November,  Secretary  Bentsen  reported  that  regulators  from 
different  agencies  were  examining  a  small  bank  in  California.  The 
examiners  outnumbered  the  bank's  employees,  and  their  cars  filled 
the  parking  lot  so  customers  could  not  park  to  do  business.  The 
bank  regulatory  system  is  out  of  control  and  needs  to  be  fixed. 

Mr.  Chairman,  we  don't  need  any  more  commissions  or  legisla- 
tion in  the  future.  Voters  want  change  in  Washington  now.  Elimi- 
nating duplication  in  the  banking  regulatory  system  is  just  what 
they  have  in  mind. 

Vice  President  Gore  recently  stated  that,  "Bank  regulatory  con- 
solidation is  in  keeping  with  both  the  substance  and  spirit  of 
Reinventing  Government."  He  called  it  "a  major  step  forward  in  the 
Clinton  Administration's  efforts  to  create  a  Government  that  works 
better  and  costs  less." 
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To  quote  a  well-known  television  commercial,  Mr.  Chairman, 
"just  do  it." 

Thank  you  very  much.  Fd  be  happy  to  answer  any  questions. 

The  Chairman.  Thank  you  very  much  for  your  presentation 
today.  It's  very  helpful  and  the  Committee  is  grateful  for  it. 

Dr.  Reinicke,  you're  here  from  the  Brookings  Institution.  We'd 
like  to  hear  from  you  now. 

STATEMENT  OF  WOLFGANG  H.  REE^CKE,  RESEARCH 
ASSOCIATE,  THE  BROOKINGS  INSTITUTION,  WASHINGTON,  DC 

Mr.  Reinicke.  Thank  you,  Mr.  Chairman. 

It's  a  privilege  for  me  to  be  back  at  this  Committee  to  testify  on 
the  reform  of  the  bank  regulatory  structure. 

As  you  know,  our  work  at  Brookings  does  not  attempt  to  rep- 
resent any  position  of  an  institution  or  political  organization.  I 
have  prepared  a  longer  statement,  but  in  my  remarks  this  morn- 
ing, I  would  like  to  focus  on  some  of  the  critiques  that  have  been 
put  forward  against  reform. 

Today's  financial  marketplace  is  characterized  by  a  highly  com- 
petitive domestic  market  environment,  which  has  only  been  inten- 
sified by  foreign  competition  and  securitization.  This  has  led  to  a 
process  of  consolidation  among  financial  institutions  and  it  is  prob- 
ably correct  to  assume  that  the  process  of  consolidation  will  con- 
tinue. 

The  principal  purpose  of  public  policy  should  be  to  guide  and  sta- 
bilize this  dramatic  change  and  ensure  the  competitive  position  of 
U.S.  commercial  banks  in  the  domestic  and  global  marketplace. 

Regulations  should  promote  a  financial  system  that  has  internal- 
ized the  underlying  changes  in  the  market  structure  by  providing 
for  adequate  soundness  and  stability  of  the  banking  system. 

Experience  tells  us  that  our  regulators  are  often  caught  in  the 
multilayered,  overlapping  structure  of  their  own  regulatory  system. 
Different  regulatory  regimes  force  regulators  to  compete  with  each 
other  in  a  market  for  regulation. 

As  one  industry  representative  recently  stated: 

If  the  Comptroller  is  giving  me  a  hard  time,  it's  nice  to  know  that  I  can  go  to 
the  State  Bank  Department  and  they  will  welcome  me  with  open  arms. 

If  the  purpose  of  public  policy  is  to  evade  it,  we  need  no  public 
policy  at  all. 

Clearly,  private  sector  input  into  the  formulation  of  public  policy 
is  an  important  and  central  ingredient,  but  financial  market  regu- 
lation and  supervision  should  not  be  the  result  of  competing  regu- 
latory regimes. 

Public  policy  should  not  be  the  consequence  of  the  competition. 
It  should  be  the  cause  for  competition. 

In  addition  to  dealing  with  what  has  been  described  by  all  as  a 
costly,  burdensome,  inefficient,  and  archaic  system,  a  single  inde- 
pendent Federal  Banking  Commission  consolidates  and  con- 
centrates the  experience  and  expertise  that  both  institutions  have, 
ensures  continued  diversity  of  opinion,  and  meets  the  legitimate  in- 
terests in  participating  in  the  policymaking  process. 

Let  me  now  turn  to  some  of  the  critiques  that  have  been  ad- 
vanced against  reform. 
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One  states  that  reform  would  eliminate  checks  and  balances. 
Such  criticism  is  unfounded. 

First,  Congress  can  deal  directly  with  problems  of  excessive 
power  without  recourse  to  several  regulatory  agencies.  Second,  an 
analogy  of  the  fragrnented  regulatory  system  and  the  constitutional 
principle  of  separation  of  powers  is  false  because  the  three  regu- 
latory agencies  perform  the  same  functions.  One  agency  does  not 
check  or  veto  the  actions  of  the  other.  It  cannot,  and  the  history 
of  administrative  rulings  over  the  Glass-Steagall  Act  have  attested 
to  that  fact. 

Another  criticism  is  that  the  proposed  Commission  is  a  monolith, 
a  monopoly  at  great  cost  to  the  efficiency  and  flexibility. 

First,  a  single  commission  is  more  efficient  by  consolidating  bu- 
reaucratic waste  and  overlap  and  reducing  costly  and  repetitive  ex- 
aminations. Second,  first  and  foremost,  markets  should  be  efficient 
and  flexible.  To  put  that  burden  on  regulators  misses  the  point  and 
defies  their  purpose.  Third,  regulatory  quality,  not  quantity,  counts 
in  determining  flexibility  and  global  competitiveness,  not  the  num- 
ber of  regulatory  agencies  but  the  nature  of  actual  regulations  and 
the  manner  in  which  they  are  implemented  is  important.  Fourth, 
it  is  surprising  that  the  Federal  Reserve  would  join  those  that  have 
suggested  that  the  Federal  Banking  Commission  would  turn  into  a 
monolith.  Not  only  has  the  Federal  Reserve  always  been  an  advo- 
cate of  its  own  independence,  but  the  thought  of  having  that  inde- 
pendence compromised  by  a  parallel  body  entitled  to  determine  in- 
terest rates  or  operate  a  discount  window  among  which  banks 
could  choose  seems  not  just  utterly  unrealistic;  it  would  defeat  the 
very  purpose  of  sometimes  difficult  and  even  controversial  decisions 
and  remove  the  Fed's  accountability. 

If  monopolies  in  the  domain  of  policymaking  are  so  inefficient, 
then  why,  and  in  my  view  appropriately  so,  do  we  still  have  a  sin- 
gle agency  responsible  for  the  conduct  of  monetary  policy? 

Critics  have  argued  that  a  single  regulator  is  likely  to  have  a 
tendency  to  suppress  risk-taking.  Evidence  from  the  savings  and 
loan  crisis,  which  was  regulated  by  a  single  agency,  does  not  con- 
firm that.  It  has  also  been  argued  that  history  suggests  that  com- 
petition among  regulators  has  tended  to  moderate  incentives  to  be 
lax  in  supervision.  Again,  the  history  of  the  Glass-Steagall  Act  dur- 
ing the  last  20  years  suggests  the  exact  opposite. 

I  don't  mean  to  imply  that  Glass-Steagall  could  not  be  repealed. 
To  the  contrary,  such  a  move,  in  my  view,  is  long  overdue.  But  the 
fact  that  it  has  been  repealed  de  facto,  but  not  de  jure,  not  only 
raises  questions  about  the  apparent  ability  of  the  present  system 
to  ensure  checks  and  balances,  but  also  about  the  process  of  regu- 
latory policymaking  itself 

Some  have  said  that  banks  would  be  less  able  to  take  on  inter- 
national competition.  No  evidence  for  this  is  available,  however.  If 
anything,  it  points  in  the  opposite  direction.  For  example,  contrary 
to  the  impression  that  some  previous  statements  have  tried  to  give, 
bank  regulation — that  is  the  rulemaking  function — in  Germany  and 
Japan  does  rest  with  one  single  agency  and  this  is  not  the  central 
bank.  It  is  true  that  there  is  close  informal  and,  in  a  few  cases,  for- 
mal cooperation  between  regulators  and  the  central  banks,  but  this 
is  exactly  what  your  reform  proposal  wants  to  achieve. 
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More  importantly,  it  is  not  the  structure  of  regulation  that  is  the 
most  important  element  in  determining  international  competitive- 
ness, but  the  regulations  themselves  and,  equally  important,  the 
management,  skill,  and  strategic  choices  of  the  banks. 

Some  say  that  reform  would  end  the  dual  banking  system.  It  is 
difficult  to  see  how  that  would  be  the  case. 

States  would  remain  the  primary  regulators  of  the  banks  they 
charter,  thus  preserving  the  integrity  of  the  dual  banking  system. 
The  fact  that  the  knowledge  and  experience  from  State-level  super- 
vision will  become  an  integral  part  of  the  Federal  Banking  Com- 
mission's policy  actually  strengthens  the  principal  of  duality. 

Again,  the  dual  banlang  system  will  not  live  or  die  because  of  the 
presence  or  absence  of  a  particular  regulatory  structure.  The  fate 
of  the  dual  banking  system  will  be  decided  in  the  financial  market- 
place. The  role  attributed  to  consolidation  is  thus  misplaced  and 
obscures  the  real  source  of  the  problems  and  challenges  for  the 
dual  banking  system. 

Finally,  it  has  been  argued  that  reform  would  impede  the  Fed's 
other  responsibilities,  such  as  handling  financial  crises  and  the 
conduct  of  monetary  policy. 

First,  the  banking  industry  accounts  for  only  25  percent  of  the 
Nation's  total  financial  assets.  Of  those,  the  Fed  currently  super- 
vises only  15  percent.  Moreover,  as  has  already  been  pointed  out 
by  others,  in  most  of  our  recent  financial  crises,  the  Fed  was  not 
involved  as  a  regulator  but  did  handle  the  crises  in  a  superior  and 
flawless  fashion. 

Second,  assuming  for  a  moment  a  banking  crisis  has  erupted,  as- 
pects of  bank  supervision  no  longer  play  any  role,  unless,  of  course, 
it  can  be  demonstrated  that  only  the  Federal  Reserve  possesses  the 
expertise  as  a  regulator  that  could  have  prevented  the  crisis  in  the 
first  place. 

This  also  holds  true  for  the  conduct  of  monetary  policy.  Apart 
from  frequent  assertions,  it  has  not  yet  been  convincingly  dem- 
onstrated how  any  useful  information  is  obtained  from  the  super- 
visory process  that  could  not  be  obtained  with  another  agency 
doing  the  supervision. 

It  would  seem  that  the  burden  of  proof  on  this  matter  rests  with 
those  that  oppose  reform.  The  critical  condition  for  adequate  and 
timely  policy  decisions  is  the  criteria  that  guide  data  collection  and 
immediate  access  by  those  that  need  the  information.  It  is  far  less 
important  as  to  who  collects  the  information. 

There  may  even  be  a  conflict  between  regulation  and  monetary 
policy.  Both  policy  domains  involve  political  controversy,  not  the 
least  because  of  the  Federal  Reserve's  independence.  When  bold  in- 
novative action  might  be  necessary,  with  respect  to  regulation,  the 
political  side-effects  of  taking  such  policy  decisions  might  well  lead 
the  central  bank  to  defer  or  at  least  postpone  such  action.  The  his- 
tory of  the  Glass-Steagall  Act  points  in  that  direction. 

Indeed,  according  to  officials  from  the  Bundesbank,  the  central 
bank  in  Germany,  they  do  want  to  get  involved  in  regulatory  issues 
and  share  responsibility  as  it  may  precisely  interfere  with  their 
independence  in  the  conduct  of  monetary  policy. 

Mr.  Chairman,  unfortunately,  this  debate  indicates  the  same  dy- 
namic that  has  derailed  every  single  attempt  at  reform  over  the 
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last  20  to  40  years.  Short-term  institutional  interest  to  preserve 
turf  continues  to  dominate  over  the  long-term  goal  of  building  a 
regulatory  structure  that  provides  the  foundation  for  a  sound,  sta- 
ble, and  globally  competitive  banking  system  in  the  United  States. 

Our  regulators  agree  that  the  time  has  come  to  streamline  the 
system.  The  fact  that  some  resist  a  possible  elimination  of  their 
regulatory  powers  is  a  separate  matter,  even  understandable  from 
their  perspective,  but  it  does  not  follow  the  principle  of  checks  and 
balances.  And  I  thus  would  urge  you  to  proceed  with  the  reform. 

Thank  you. 

The  Chairman.  Thank  you  very  much.  Another  very  fine  state- 
ment, very  helpful  to  us. 

Mr.  Brumbaugh,  we'll  go  next  to  you,  and  then  to  Mr,  Barth. 

STATEMENT  OF  R.  DAN  BRUMBAUGH,  JR.,  ECONOMIST, 
AUTHOR,  AND  CONSULTANT,  SAN  FRANCISCO,  CA 

Mr.  Brumbaugh.  Thank  you,  Mr.  Chairman.  And  thank  you  for 
the  opportunity  to  testify  today. 

As  with  the  other  panelists,  I  support  the  Regulatory  Consolida- 
tion Act  of  1993  to  establish  a  Federal  Banking  Commission. 

I'll  discuss  it  today,  as  an  economist,  in  the  context  of  the  com- 
petitiveness of  American  banks,  and  the  safety  and  soundness  of 
the  American  banking  system,  and  also  the  world  of  the  Federal 
Reserve  as  lender  of  last  resort  and  as  chief  instrument  of  mone- 
tary policy.  I'll  also  discuss  it  in  the  context  of  what  happened  in 
the  savings  and  loan  industry  and  the  Federal  Home  Loan  Bank 
Board. 

I  think  the  appropriate  context  in  which  to  think  about  this,  in 
terms  of  American  banking,  is  that  American  banking  is  engaged 
in  a  long-term  decline,  characterized  by  falling  market  shares,  for 
example,  in  terms  of  the  percentage  of  assets  held  by  commercial 
banks  and  other  depositories  as  a  percentage  of  overall  financial 
assets  held  by  financial  firms  in  the  United  States. 

At  the  same  time,  we  know  there  has  been  a  temporary  record 
profitability  reported  by  the  banking  industry,  in  particular,  which 
resulted  from  an  unusual  set  of  circumstances  that  is  unlikely  to 
continue.  And  that  is  the  relatively  sharp  drop  in  short-term  inter- 
est rates  and  the  profitability  primarily  emanating  from  that  is  un- 
likely to  continue. 

Critics  of  your  bill,  sir,  have  focused,  to  some  extent,  on  the  fact 
that  the  Committee  and  the  Senate  and  the  Congress  should  be  fo- 
cusing, instead,  on  changing  directly  the  opportunity  for  banks  to 
be  competitive  by  removing  more  obstacles  to  that  competitiveness. 
It's  my  view  that  this  bill  establishing  a  Federal  Banking  Commis- 
sion would  have  the  effect  of  promoting  that  in  many  different 
ways. 

It  would,  for  example,  separate  several  of  the  functions;  deposit 
insurance,  regulation,  and  lender  of  last  resort.  I  believe  that  that 
would  help  in  modifying  difficulties  having  to  do  with  crises. 

In  addition,  I  think  that  having  one  institution  that's  associated 
with  regulation  alone  would  tend,  in  my  opinion,  to  promote  com- 
petitiveness. 
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With  respect  to  the  Federal  Reserve,  in  particular,  I  will  advo- 
cate that  the  Committee  should  consider,  in  fact,  dropping  a  mem- 
ber of  the  Federal  Reserve  from  the  Federal  Banking  Commission. 

In  my  view,  there  is  no  need,  in  terms  of  economic  strength  of 
banks  or  the  economic  well-being  of  the  Nation,  to  include  a  mem- 
ber of  the  Federal  Reserve  on  the  Federal  Banking  Commission.  In- 
deed, from  the  standpoint  of  bank  regulation,  and,  I  believe,  from 
the  standpoint  of  the  Federal  Reserve  s  role  as  lender  of  last  resort 
and  monetary  policy,  it  would  be  better  if  the  Federal  Reserve  was 
not  represented  on  the  Banking  Commission. 

The  reason  for  that,  primarily,  is  that  the  Fed's  role,  in  terms  of 
developing  lender  of  last  resort  policy  or  monetary  policy,  does  not 
require,  in  any  way,  shape,  or  form  in  an  economic  sense,  either 
in  theory  or  from  empirical  evidence,  that  the  Federal  Reserve 
should  be  involved  in  the  actual  regulation  and  supervision  of 
banks. 

In  terms  of  their  role  as  lender  of  last  resort,  the  Fed  is  to  pro- 
vide liquidity  to  institutions  that  are  solvent  but  are  experiencing 
difficulties.  The  purpose  of  that  is  in  order  to  prevent  the  prospect 
of  runs  against  solvent  but  illiquid  banks.  For  that  purpose,  the 
Federal  Reserve  needs  information  but  certainly  does  not  need  to 
have  a  direct  role  in  the  regulation  and  supervision  of  banks.  And, 
certainly,  under  the  bill,  as  it's  now  structured,  they  would  have 
greater  access  to  information  than,  in  a  sense,  they  do  now. 

As  the  previous  panelist  noted,  the  Fed  actually  regulates  only 
15  to  20  percent  of  the  banks  in  the  country  by  assets,  and  under 
the  current  proposal,  it  would  have  access  to  all  the  information 
that's  guaranteed  all  bank  regulators  at  this  time. 

In  terms  of  monetary  policy,  the  purpose  of  monetary  policy  is  to 
promote  sustainable  economic  growth,  high  employment,  and  stable 
prices.  Again,  there's  no  reason  why,  in  economic  theory  or  in  eco- 
nomic empiricism,  the  Federal  Reserve  needs  to  have  access,  di- 
rectly, to  regulatory  function  for  banks  in  order  to  do  that. 

Again,  they  need  to  have  information  on  financial  service  firms. 
They  have  that  from  many  other  sources  and  dealing  with  many 
other  financial  institutions,  and  they  certainly  don't  need  to  have 
bank  regulatory  and  supervisory  functions  in  order  to  provide  that 
role. 

The  Chairman.  Let  me  just  stop  you  there. 

If  you  accept  what  you've  iust  said  over  the  last  3  or  4  minutes, 
then  what  would  motivate  the  Fed  to  hang  on  so  tightly  to  these 
functions,  and,  in  fact,  Mr.  LaWare's  even  suggested  broadening 
them  out,  that  the/d  like  even  more  bank  regulation  than  they 
presently  have. 

I  mean,  what,  in  light  of  your  analysis  as  a  professional  that 
these  things  are  not  needed,  is  it?  Is  it  simply  defending  the  status 
quo  or  maintaining  a  certain  degree  of  prestige  and  strength  by  vir- 
tue of  more  outreach  and  more  connecting  links  to  more  parts  of 
the  economic  system?  What  basis  would  there  be  lefl,  if  you  take 
your  arguments,  for  the  Fed  to  fight  so  hard  against  any  change 
here? 

Mr.  Brumbaugh.  I  reviewed  the  most  recent  annual  report  of  the 
Federal  Reserve  and,  insofar  as  I  can  understand  how  the  numbers 
are  put  together,  approximately  3,300  members  of  the  Federal  Re- 
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serve  Board  staff  are  associated  with  bank  regulation  and  super- 
vision. 

The  Chairman.  Thirty-three  hundred? 

Mr.  Brumbaugh.  Approximately. 

The  Chairman.  Right. 

Mr.  Brumbaugh.  And  that  would  be  considered  the  nonsupport 
staff  people  who  are  actually  engaged  in  the  operation  of  regulation 
and  supervision.  On  the  other  hand,  there  are  approximately  1,200 
members  of  the  Federal  Reserve  Board  staff  who  are  delegated  to 
monetary  policy  and  other  aspects  of  the  Federal  Reserve. 

In  addition  to  that,  as  far  as  I  can  tell,  approximately  90  percent 
of  the  3,300  individuals  who  are  associated  with  bank  regulation 
and  supervision,  are  at  the  12  Federal  Reserve  Banks  throughout 
the  country. 

So,  my  view  is  that  the  concerns  expressed  on  behalf  of  the  Fed- 
eral Reserve  being  part  of  the  bank  regulatory  system  has  to  do 
with  maintaining  that  bureaucratic  empire  and  not  with  lofty  con- 
cerns about  monetary  policy  and  their  role  as  lender  of  last  resort. 

The  Chairman.  Quite  interesting.  You  just  stated  that  90  percent 
of  the  3,300  regulatory  type  employees  are  out  in  the  12  banks 
around  the  country? 

Mr.  Brumbaugh.  That's  correct. 

The  Chairman.  So  they're  not  here  performing  any  centralized 
function. 

So  if  you  took  them  completely  out  of  the  regulatory  business, 
and  we're  not  proposing  that,  but  if  you  did  and  they,  in  effect,  lost 
3,300  employees,  and  kept  the  1,200  employees  here  in  Washing- 
ton, they  would  feel  they'd  been  put  on  a  diet  to  shear  off  that 
much  personnel. 

But  it's  your  view,  professionally,  that  the  Fed  is  really  driven 
more  by  protecting  this  domain  and  this  fifedom? 

Mr.  Brumbaugh.  Yes,  I  do. 

I  reviewed,  in  preparation  for  this  testimony,  thoroughly,  I  think, 
the  statements  that  have  been  made  and  the  criticisms  that  have 
been  made  with  respect  to  the  role  of  the  Federal  Reserve  and  the 
Bank  Consolidation  Act.  I  listed  seven  of  those  in  my  statement. 

I  believe  that  it's  correct  to  say  that,  on  the  basis  of  theory  and 
economic  empiricism,  there  is  no  basis,  whatsoever,  in  any  material 
way,  to  support  the  proposition  that  in  order  for  the  Federal  Re- 
serve to  conduct  monetary  policy  or  its  role  as  lender  of  last  resort, 
it  needs  to  have  any  bank  regulatory  examination  or  supervisory 
function. 

The  key  issue,  it  seems  to  me,  is  the  Federal  Reserve's  access  to 
information  from  the  banking  system. 

The  Chairman.  Right.  Which  they  need  and  which  we  preserve 

fully. 

Mr.  Brumbaugh.  That's  true.  My  view,  however,  is  that  it's  not 
even  necessary  for  a  member  of  the  Federal  Reserve  Board  to  sit 
on  the  Commission,  and  the  reason  that  it's  almost  better  that  they 
not  do  that  is  because  it  is  important,  especially  in  the  handling 
of  crises,  that  the  lender  of  last  resort  do  one  and  only  one  thing. 
And  that  is  lend  to  the  solvent  banks  that  are  experiencing  liquid- 
ity problems. 
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They  would  be  more  likely  to  stay  the  policy  that  needs  to  be  fol- 
lowed, in  order  for  the  Fed  to  do  that  role,  if  they  were  independent 
than  if  they  were  involved  in  regulation. 

The  notion  of,  I'll  tie  in  what  I  was  going  to  say  about  the  role 
of  the  Federal  Home  Loan  Bank  during  the  S&L  crisis  here,  them 
being  more  likely  to  do  that  if  they  were  completely  independent 
because  it  would  eliminate  the  possibility  and  the  incentive  for  the 
Federal  Reserve  to  become  part  of  laxity  and  forbearance  in  the  de- 
sign of  regulation  to  obscure  a  crisis  which  they  might  arguably  be 
accused  of  creating  in  the  first  place  by  virtue  of  their  regulatory 
role. 

That  was  a  primary  problem  in  the  S&L  debacle,  a  role  in  which 
the  Federal  Home  Loan  Bank  Board  was  not  only  the  regulator  but 
also  the  deposit  insurer.  And,  just  like  the  deposit  insurer,  it  is  bet- 
ter if  the  lender  of  last  resort  is  separated  from  the  regulatory 
process. 

The  Chairman.  I  think  there's  a  lot  to  be  said  for  that.  And  it 
keeps  the  incentive  in  place  to  blow  the  whistle  sooner  on  bad  prac- 
tice, and  to  try  to  head  things  off. 

It's  interesting  that  that's  the  way  the  Bundesbank  operates  in 
Germany,  does  it  not?  They  are  a  central  monetary  authority. 
They've  got  the  duty  to  deal  with  systemic  risk  there,  but  the/re 
not  into  bank  regulation  per  se.  Mr.  Reinicke's  made  that  point 
here  today. 

So  you  have  a  working  model  of  what  many  consider  to  be  the 
premier  monetary  policy  institution  in  the  world  today,  namely,  the 
Bundesbank,  that's  not  all  tied  up  with  3,300  employees  out  across 
the  country,  doing  bEink  regulation. 

I'm  also  struck  by  the  fact  of  your  percentages,  when  you  say,  I 
didn't  write  them  all  down,  but  with  the  banks  having  roughly  25 
percent  of  the  financial  assets,  and  the  Fed  looking  after  banks 
that  only  comprise  a  small  percentage  of  that  25  percent,  the  no- 
tion that  somehow  or  another  that  gives  them  the  critical  interdic- 
tion in  the  financial  system  by  virtue  of  their  regulatory  power, 
when  they  could  otherwise  have  that  data  anyway,  have  access  to 
it,  I  think  is  really  a  transparent  argument. 

I  think  the  Fed  is  a  little  like  the  fellow  you  see  in  the  movie 
the  Wizard  of  Oz,  who  at  the  end  creates  all  the  huffing  and  puff- 
ing and  he's  behind  a  curtain  creating  this  image  of  something  all 
powerfiil,  but  it's  all  smoke  and  mirrors. 

I'm  not  talking  about  monetary  policy,  systemic  risk,  or  the  pay- 
ment system;  I'm  talking  about  bank  regulation. 

And  then,  when  you  pull  the  curtain  back,  you  see,  instead  of 
being  this  big,  powerful,  fearsome  force,  a  standard  bureaucracy 
with  3,300  people  who  get  up  every  morning  and  receive  a  Govern- 
ment check,  and  who'd  like  to  keep  doing  it.  For  at  least  40  years, 
every  single  study  that's  been  done  has  repeatedly  endorsed  the 
consolidation  concept  that  we've  talked  about. 

But  I  have  to  say,  I  think  you've  made  a  very  compelling  set  of 
arguments. 

Let  me  let  you  finish,  and  then  I'm  going  to  ask  Senator  Shelby 
if  he  has  an  opening  comment  before  we  hear  Mr.  Barth. 

Did  you  have  more  to  sav,  Mr.  Brumbaugh? 

Mr.  Brumbaugh.  Yes.  I'll  just  briefly  finish. 
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I  know  that,  in  particular,  Senator  Shelb/s  concerned  about  the 
size  of  the  Federal  Banking  Commission.  And  what  I  would  like  to 
say  is  that  the  checks  and  balances  that  are  associated  with  the 
system  as  it  would  evolve,  I  think,  take  care,  primarily,  of  those 
concerns. 

In  our  Government,  the  safeguards  against  undue  power  are  not 
tied  to  size  or  scope  but  a  system  of  checks  and  balances.  I  believe 
that  the  new  system  would  have  a  durable  and  good  set  of  checks 
and  balances,  in  which  you  would  have  a  separate  lender  of  last 
resort,  a  separate  deposit  insurance  agency,  a  separate  regulatory 
agency,  all  of  which  is  overseen  by  Congress. 

In  addition  to  separating  the  Federal  Reserve  Chairman  from  the 
system,  I  would  also  recommend  that  the  Committee  consider 
eliminating  the  position  for  the  Secretary  of  the  Treasury  for  much 
the  same  reasons  that  I  stated  earlier. 

I  believe  that  in  the  S&L  crisis,  for  example,  as  I  also  say  in  my 
statement,  and  perhaps  we  could  discuss  it  later,  the  Federal  Home 
Loan  Bank  Board  and  the  Treasurv  Department  acted  in  unison  in 
many  of  the  situations  involving  tne  difficulties  of  the  S&L  indus- 
try. 

This  is  less  likely  to  occur,  the  greater  the  separation.  It  occurred 
in  that  case  even  though  the  Federal  Home  Loan  Bank  Board  was 
separate  from  the  Treasury  Department. 

Having  answered  your  questions,  Mr.  Chairman,  and  noting  that 
this  part  of  the  testimony  has  taken  a  little  lengthier  time  than 
perhaps  others,  I  will  just  close  and  perhaps  take  questions. 

The  Chairman.  Very  good,  thank  you.  Very  good  statement. 

Senator  Shelby. 

OPENING  COMMENTS  OF  SENATOR  RICHARD  C.  SHELBY 

Senator  Shelby.  Mr.  Chairman,  I  have  been  to  another  meeting 
with  the  Secretary  of  the  Navy.  I'm  sorry  I  was  late  because  we 
have  a  distinguished  panelist  here.  We've  got  a  distinguished  panel 
and  a  distinguished  panelist  from  Alabama,  Auburn  University.  I 
wanted  to  welcome  him  to  the  Committee,  even  though  I  know  you 
already  have.  Welcome,  Professor  Barth. 

The  Chairman.  Thank  you. 

Mr.  Barth,  we'd  like  to  near  from  you  now. 

STATEMENT  OF  JAMES  R.  BARTH,  LOWDER  EMINENT 
SCHOLAR  IN  FINANCE,  AUBURN  UNIVERSITY,  AUBURN,  AL 

Mr.  Barth.  Mr.  Chairman,  Senator  Shelby,  I  appreciate  the  op- 
portunity to  appear  before  you  today  to  provide  my  views  on  the 
consolidation  of  the  Federal  bank  regulatory  agencies.  This  is  an 
important  and  timely  hearing  because  the  current  bank  regulatory 
system  clearly  needs  to  be  restructured. 

At  present,  single  banking  organizations  are  subjected  to  overlap- 
ping and  conflicting  Federal  regulations.  The  responsibilities  of  reg- 
ulating and  insuring  banks,  moreover,  are  commingled  in  the  same 
agency. 

Now  that  banks  and  savings  institutions  are  reporting  record 
profits,  it  is  time  to  correct  these  and  other  problems  that  impede 
innovation  £ind  efficiency  in  the  U.S.  banking  industry. 
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The  current  regulatory  structure  is  archaic  and  bizarre,  reflect- 
ing the  fact  that  each  of  the  four  bank  regulatory  agencies  was  es- 
tablished at  different  points  in  time  over  the  past  130  years  in  re- 
sponse to  specific  problems. 

Since  their  establishment,  however,  the  financial  marketplace 
has  changed  dramatically,  including  tne  fact  that  the  distinctions 
among  the  different  banks  and  savings  institutions  have  become 
significantly  blurred. 

As  a  result,  nobody  would  design  such  a  structure  today.  Indeed, 
the  bill  introduced  by  Senators  D'Amato  and  Riegle,  S.  1633,  pro- 
vides for  a  far  more  sensible  Federal  bank  regulatory  structure. 

This  proposal  for  regulatory  consolidation  provides  for  three  sep- 
arate and  Federal  banking  agencies,  a  regulator,  the  Federal  Bank- 
ing Commission,  an  insurer,  the  Federal  Deposit  Insurance  Cor- 
poration, and  a  central  bank,  the  Federal  Reserve  Board.  Such  a 
proposal  permits  the  Federal  Banking  Commission  to  focus  on  safe- 
ty and  soundness  issues.  The  FDIC,  the  insurer,  to  focus  on  con- 
taining potential  losses  at  troubled  institutions.  And  the  Federal 
Reserve  Board  to  focus  on  overall  financial  stability. 

It  also  provides  that  all  examinations  and  other  related  informa- 
tion collected  by  the  Federal  Banking  Commission  would  be  made 
available  to  the  Federal  Reserve  Board. 

This  last  provision  is  included  to  ensure  that,  under  the  proposed 
consolidation,  there  will  be  as  much  information  as  currently  avail- 
able to  the  Federal  Reserve  Board  to  enable  it  to  fulfill  its  central 
responsibility. 

While  this  particular  regulatory  structure  exploits  the  benefits  of 
the  division  of  labor,  it  nonetheless  preserves  checks  and  balances 
through  the  sharing  of  information  and  thus  cooperation  that  must 
occur  for  each  agency  to  fulfill  its  responsibilities. 

The  benefits  of  consolidation,  such  as  under  S.  1633,  are,  in  my 
view: 

First,  more  uniform  information  can  be  obtained  in  a  more  timely 
manner  with  a  single  Federal  regulator  of  each  and  every  banking 
organization  to  enhance  the  regulation  of  banks  and  savings  insti- 
tutions. 

Second,  laws  and  regulations  can  be  applied  in  a  more  consistent 
and  timely  manner  with  a  single  Federal  bank  regulator  of  each 
and  every  banking  organization. 

Third,  the  public  would  finally  know,  with  greater  certainty, 
whether  it  is  the  regulator,  the  insurer,  or  the  central  bank  to  turn 
to  for  information  regarding  specific  problems. 

Fourth,  the  current  Federal  bank  regulatory  structure  has  both 
the  FDIC  and  the  Federal  Reserve  Board  involved  in  the  regulation 
of  banks.  This  situation  creates  potential  conflicts  when  the  same 
Federal  regulator  that  is  responsible  for  making  decisions  about 
the  safety  and  soundness  of  banks  and  savings  institutions,  is  also 
responsible  for  the  condition  of  the  insurance  fund,  discount  win- 
dow borrowing,  or  overall  financial  stability. 

Consider  the  case  of  the  S&L  industry  during  the  1980's.  At  the 
time,  the  Federal  Home  Loan  Bank  Board  was  responsible  for  both 
regulating  and  insuring  S&L  institutions.  As  everybody  now 
knows,  this  dual  responsibility  produced  disastrous  results.  A  les- 
son to  be  learned  is  that  separating  responsibilities  among  the  Fed- 
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eral  bank  regulatory  agencies  may  better  protect  the  public 
through  greater  checks  and  balances,  as  under  S.1633. 

The  consolidation  of  the  bank  regulatory  functions  of  the  four 
current  Federal  agencies  into  one  entity  should  lessen  total  regu- 
latory costs.  A  single  and  more  homogeneous  set  of  examiners,  su- 
pervisors, and  reports  should  yield  cost  savings  that  flow  directly 
to  the  regulated  institutions  and,  in  turn,  to  their  customers. 

Three  potentially  important  concerns  have  been  expressed  over 
the  establishment  of  a  single  Federal  bank  regulatory  agency, 
which  I  now  would  like  to  comment  upon. 

First,  some  have  expressed  the  concern  that,  with  a  single  Fed- 
eral bank  regulatory  agency,  one  is  simply  setting  the  stage  for  an- 
other S&L-like  debacle. 

The  specific  concern  is  that,  instead  of  involving  just  a  single 
type  of  depository  institution,  when  there  is  a  regulatory  blunder, 
because  of  the  existence  of  multiple  regulatory  agencies,  one  now 
would  potentially  be  confronted  with  the  collapse  of  all  commercial 
and  savings  bank  institutions  with  only  one  regulatory  agency. 

But,  as  already  indicated,  the  commingling  of  the  regulation  and 
insurance  functions  within  the  Federal  Home  Loan  Bank  Board 
was  an  important  factor  in  the  S&L  disaster. 

The  proposed  consolidation  under  S.1633  avoids  this  potential 
problem  by  putting  these  two  functions  in  separate  and  independ- 
ent agencies.  This  allows  the  regulatory  agency  to  encourage  inno- 
vation on  the  part  of  well-capitalized  institutions  within  the  guide- 
lines of  safety  and  soundness  regulations  while  the  insurance  agen- 
cy serves  as  the  check  on  excessively  risky  activities  Ijy  taking  ap- 
propriate action  against  inadequately  capitalized  institutions  so  as 
to  contain  its  own  risk  exposure. 

Second,  some  have  expressed  the  concern  that,  without  hands-on 
supervisory  and  examination  responsibilities,  the  Federal  Reserve 
Board's  ability  to  prevent  an  event  that  adversely  affects  one  part 
of  the  banking  system  from  cascading  throughout  the  entire  finan- 
cial system  will  be  impeded.  Several  remarks  about  this  concern 
are  in  order. 

First,  under  S.  1633,  the  Federal  Reserve  Board  completely  re- 
tains its  ability  to  provide  liquidity  through  the  discount  window 
and  through  open  market  operations  under  any  and  all  adverse  cir- 
cumstances. 

These  are  the  functions  necessary  for  the  Federal  Reserve  Board 
to  contain  systemic  risk,  and  more  generally,  to  provide  for  overall 
financial  stability. 

Second,  supervision  and  examination  responsibilities  are  not  nec- 
essary for  conducting  monetary  policy,  since  the  central  banks  in 
many  countries  are  not  assigned  such  responsibilities,  as  in  the 
case  of  the  German  Bundesbank. 

Third,  the  availability  of  supervision  and  examination  informa- 
tion to  the  Federal  Reserve  Board  should  not  diminish  since  the 
proposed  consolidation  under  your  bill,  Mr.  Chairman,  requires 
that  all  such  information  collected  by  the  Federal  Banking  Com- 
mission be  made  available  to  the  Federal  Reserve  Board. 

Indeed,  since  the  Federal  Reserve  Board  currently  only  super- 
vises and  examines  a  relatively  small  percentage  of  all  depository 
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institutions,  and  not  even  all  of  the  biggest  institutions,  the  avail- 
ability of  information  to  it  may  actually  improve. 

The  depository  institutions'  share  of  the  financial  assets  held  by 
all  financial  service  firms  in  the  United  States  has  declined  from 
65  percent  in  1950  to  34  percent  in  1993.  Yet,  nobody  appears  to 
be  arguing  that  the  Federal  Reserve  Board  needs  to  supervise  and 
to  examine  all  the  non-depository  institutions  that  today  account 
for  two-thirds  of  the  total  assets  of  all  financial  service  firms. 

The  Federal  Reserve  Board  does  need  information  to  fulfill  its 
central  responsibilities,  which  means  information  collected  from  a 
wide  range  of  sources,  both  domestic  and  foreign.  But  hands-on 
participation  in  the  collection  of  all  the  important  and  relevant  in- 
formation seems  both  infeasible  and  unnecessary  to  serve  as  lender 
of  last  resort  and  to  conduct  monetary  policy. 

Fourth,  some  have  expressed  the  concern  that  a  single  Federal 
bank  regulator  will  lead  to  the  demise  of  the  dual  banking  system. 
More  specifically,  the  concern  is  that  a  single  bank  regulatory 
agency,  like  the  Federal  Banking  Commission  would  regulate  State 
banks  in  the  same  manner  as  national  banks,  thereby  eliminating 
the  value  of  a  separate  State  charter. 

However,  the  proposed  consolidation,  under  S.  1633,  does  not  pro- 
vide for  any  additional  authority  to  the  Federal  Banking  Commis- 
sion over  State-chartered  institutions.  Institutions  will  still  be  free 
to  seek  a  State,  rather  than  national,  bank  charter  with  the  State, 
in  such  instances,  becoming  the  primary  regulator. 

In  conclusion,  I  support  the  consolidation  of  the  four  Federal 
bank  regulatory  agencies,  and  I  believe  S.  1633  provides  a  sensible 
way  to  restructure  the  present  Federal  regulatory  system. 

However,  I  also  believe  that:  One,  the  new  Federal  bank  regu- 
latory agency  should  be  politically  independent,  which  means  it 
may  be  appropriate  to  exclude  the  Secretary  of  the  Treasury  as  a 
commissioner  on  the  Federal  Banking  Commission;  and  two,  the 
new  Federal  bank  regulatory  agency  should  let  commercial  banks 
and  savings  institutions  compete  more  freely  in  the  financial  mar- 
ketplace by  not  curtailing  their  existing  activities  and  by  not  pro- 
hibiting innovative  products  and  services  from  being  offered  in  the 
future  by  well-capitalized  institutions. 

After  all,  deposits  insured  by  the  FDIC  today  fund  only  17  per- 
cent of  the  total  assets  of  all  the  financial  service  firms  that  I  list 
in  a  table  attached  to  my  prepared  statement. 

Thank  you,  Mr.  Chairman,  and  Senator  Shelby. 

The  Chairman.  Thank  you,  Mr.  Barth. 

Again,  very  important  and  valuable  testimony,  and  I  appreciate 
the  time  and  the  effort  on  your  part  and  all  of  you  that  have  spo- 
ken. 

Senator  Shelby,  do  you  have  questions  at  this  time? 

Senator  Shelby.  I've  got  several,  Mr,  Chairman.  I  appreciate  you 
deferring  to  me. 

I  want  to  commend  the  Chairman  again,  with  this  panel,  for  call- 
ing this  series  of  hearings.  He's  been  diligent.  He's  been  at  these 
Committee  hearings  all  week,  while  some  of  us  have  been  at  other 
Committee  hearings  and  on  the  floor,  and  he's  working  toward  this 
end. 
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Mr.  Chairman,  I  agree  with  a  lot  of— although  I  don't  support  the 
bill  that  you've  brought  forth  for  several  reasons — I  agree  with  the 
objective  here.  I  think  we  need  to  consolidate  as  much  of  the  regu- 
latory agencies,  as  many  of  them  as  we  can,  without  impeding  the 
role  of  the  Federal  Reserve. 

I  can  see  how  we  could  consolidate  at  least  three  agencies  into 
one,  in  other  words,  have  two  agencies  and  have  the  role  of  the 
Federal  Reserve  preserved. 

That  is  the  question.  I  don't  believe  a  bill — ^this  is  my  own  opin- 
ion— I  don't  believe  the  bill  as  written  now  is  going  to  move  in  the 
Congress,  leaving  out  the  role  of  the  Federal  Reserve  here. 

I  think  that  the  Federal  Reserve  has  a  sterling  reputation. 
They're  not  perfect,  but  this  bothers  a  lot  of  people,  including  this 
Senator  and  a  lot  of  people  on  this  banking  panel. 

I  hope  that  we  can  make  some  progress,  though.  The  Chairman 
has,  earlier  in  the  week,  when  we  had  the  Fed  and  some  others 
here,  talking  about  how  we  can  make  the  bill  work. 

We  all  read  the  tea  leaves  politically  up  here,  and  maybe  we  in- 
terpret them  differently,  but  I  share  the  objective  of  trying  to  con- 
solidate, and  make  agencies  work.  We  have  too  many  agencies  out 
there  now.  OCC,  OTS,  and  FDIC.  It  looks  to  me  like  they  could  be 
made  into  one  agency  without  a  lot  of  fuss,  keeping  the  role  of  the 
Federal  Reserve. 

Mr.  Barth,  I  think  your  views  are  a  little  different  than  that,  but 
what's  wrong  with  keeping  the  role  of  the  Federal  Reserve  and  con- 
solidating the  other  three  agencies? 

Mr.  Barth.  Senator  Shelby,  I  understand  your  concerns  and  ap- 
preciate those  concerns,  and  I  think  some  of  your  concerns  I  actu- 
ally share. 

I'm  concerned  about  political  independence,  and  that's  why  I  sug- 
gested it  may  be  appropriate  to  exclude  the  Secretary  of  the  Treas- 
ury from  the  Federal  Banking  Commission. 

Senator  Shelby.  I  like  that. 

Mr.  Barth.  However,  I  do  believe  there  are  numerous  benefits 
from  consolidation,  going  beyond,  apparently,  your,  the  extent  of 
consolidation  that  you  advocate,  so  I  think  one's  moving  in  the 
right  direction  to  get  anything. 

Senator  Shelby.  Let  me  ask  all  of  you.  Isn't  it  very,  veiy  impor- 
tant, not  just  in  today's  climate  but — we  all  know  the  political  cli- 
mate in  Washington  at  the  moment;  it  changes  from  time  to  time — 
but  always  to  have  the  regulators  agencies  above  politics  as  much 
as  we  can  get  them  above  politics/ 

We  know  there's  a  political  equation  during  the  appointment  and 
the  confirmation  process.  There's  even  a  political  equation  involved 
in  the  Federal  Reserve,  although  their  terms  are  longer.  But  the 
political  integrity  or  the  integrity — let's  leave  out  the  politics — the 
integrity  of  our  banking  system  is  very,  very  important  and  should 
be  so  far  above  politics,  at  least  as  far  above  them  as  we  can  make 
it  happen.  Do  you  agree  with  that,  Mr.  Barth? 

Mr.  Barth.  Yes,  I  do.  Senator. 

Senator  Shelby.  What  about  you,  Mr.  Brumbaugh? 

Mr.  Brumbaugh.  It's  impossible  to  disagree  with  your  statement 
as  you've  said  it.  But  I  think  it's  important  to  go  back  to  some  con- 
tentions you  made  earlier  with  respect  to  the  Fed,  if  I  may. 
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Senator  Shelby.  Go  ahead. 

Mr.  Brumbaugh.  You  made  the  comment  that  it  was  important 
to  have  the  Federal  Reserve  involved  in  bank  regulation  because 
it's  a  highly  respected  agency. 

Senator  Shelby.  Absolutely. 

Mr.  Brumbaugh.  There  are  many  highly  respected  agencies 
throughout  the  Government.  Just  the  fact  that  an  agency  is  re- 
spected doesn't  seem  to  me  to  be  any  basis  upon  which  to  make  a 
contention  that  that  agency  ought  to  be  included  in  bank  regula- 
tion. In  fact 

Senator  Shelby.  But  it's  in  bank  regulation.  The  Fed  is  involved 
in  it  now  in  a  sense. 

Mr.  Brumbaugh.  I  would  contend,  Senator,  that  the  basis  upon 
which  to  evaluate  whether  the  Fed  should  continue  in  bank  regula- 
tion has  to  do  with  bank  regulation,  the  role  of  the  Fed  in  bank 
regulation,  the  role  of  the  Fed  as  lender  of  last  resort,  and  the  role 
of  the  Fed  in  monetary  policy. 

As  I  said  in  my  prepared  statement  and  as  I  said  in  my  opening 
remarks  before  you  arrived,  there  is  no  empirical  evidence  in  eco- 
nomics and  there  is  no  theory  in  economics,  and  there  is  no  experi- 
ence anywhere  in  the  world,  including  the  United  States,  that  indi- 
cates, economically,  that  there  is  a  need  to  have  the  lender  of  last 
resort  involved  in  bank  regulation  and  supervision,  or  the  mone- 
tary policy  agency  involved  in  bank  regulation  for  the  purposes  of 
lender  of  last  resort  role  or  monetary  policy  role. 

By  the  same  token,  there's  no  reason,  in  terms  of  bank  regula- 
tion, that  the  agency  that  handles  those  other  functions  needs  to 
be  in  bank  regulation. 

Indeed,  you  can  argue  primarily — well,  not  primarily  but  based, 
in  part,  on  the  experience  that  we  had  in  the  savings  and  loan  de- 
bacle and  the  turmoil  of  the  1980's  and  the  earlv  1990's  in  bank 
regulation,  that  it's  better  to  have  the  lender  of  last  resort  out  of 
the  bank  regulatory  and  supervision  role  because  it  minimizes  the 
likelihood  of  two  things.  One,  that  there's  going  to  be  doubt  about 
when  the  lender  of  last  resort  is  going  to  lend  to  illiquid  but  solvent 
banks.  Two,  it  minimizes  the  likelihood  that  there's  going  to  be  Fed 
pressure  for  regulatory  laxity  and  forbearance  as  there  was  in  the 
banking  crisis  of  the  1980's  and  1990's. 

Senator  Shelby.  Of  all  the  agencies  we're  talking  about — OCC, 
OTS,  FDIC,  and  the  Fed — do  you  disagree  with  me  that  the  Fed 
has,  overall,  more  respect,  not  only  in  the  banking  community  but 
from  the  American  people  than  any  of  the  others? 

I  think  that's  important  owing  to  what  the  perception  that  the 
people  believe  the  role  of  the  Fed  and  the  independence  of  the  Fed 
is. 

Mr.  Brumbaugh.  I  think  the  appropriate  way  to  answer  your 
question  is  to  say  it  this  way.  We're  not  here  to  decide  whether 
we're  going  to  have  a  bank  regulatory  system  operated  by  either 
the  Federal  Reserve  or  the  Office  of  the  Comptroller  of  the  Cur- 
rency. 

Senator  Shelby.  We  already  have  it,  don't  we? 

Mr.  Brumbaugh.  What  we're  here  to  discuss  is  whether  we're 
going  to  have  a  system  in  which  the  Federal  Reserve  Board  is 
going  to  be  responsible  for  the  policy  of  lender  of  last  resort  and 
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monetary  policy,  and  whether  we're  going  to  have  a  Federal  Bank- 
ing Commission  responsible,  primarily,  for  bank  regulation,  exam- 
ination, and  supervision. 

There's  no  reason  in  the  world  to  believe,  a  priori,  before  any- 
thing is  done,  that  that  Federal  Banking  Commission  is  going  to 
be  less  reputable,  less  respectable  than  the  Federal  Reserve  Board. 

Senator  Shelby.  Why  not  retain  the  role  of  the  Fed,  going  back 
to  my  other  statement,  that  it  has  now,  and  consolidate  these  other 
three  Federal  agencies  into  one?  That  way  you  wind  up  with  two 
instead  of  four. 

Mr.  Brumbaugh.  The  positive  case  for  keeping  the  Federal  Re- 
serve Board  out  of  bank  regulation  is  that,  traditionally,  first  of  all, 
in  terms  of  bank  regulation  and  supervision,  the  Fed  nas  been  the 
least  likely  to  respond  appropriately  to  crises  that  develop  in  terms 
of  the  overall  competitiveness  in  banking. 

It  has  been  the  most  reluctant 

Senator  Shelby.  Give  me  an  example. 

Mr.  Brumbaugh.  The  biggest  problem  that  we  have  in  banking 
today  is  the  fact  that  banking  cannot  adapt  to  developing  domestic 
and  international  competition  in  financial  services  fast  enough  in 
order  to  survive. 

The  Fed,  traditionally,  has  been  the  Federal  agency  least  likely 
to  approve  of  and  support  innovation  in  banking  regulation  and  su- 
pervision that  would  allow  banks  to  adapt  appropriately  and  quick- 
ly enough  to  developing  competition. 

Senator  Shelby.  There  are  statutes  out  there  that  are  impedi- 
ments to  that,  aren't  there? 

Mr.  Brumbaugh.  Within  the  interpretation  of  those  statutes,  the 
interpretations  that  are  given  to  the  bank  regulatory  agencies,  tra- 
ditionally, the  Federal  Reserve  has  adapted  more  slowly,  and  to  the 
detriment,  over  time,  of  innovation  and  adaptation  to  competition 
in  banking. 

Senator  Shelby.  I  would  submit  to  you  that,  although  the  Fed 
is  not  perfect,  overall  there's  a  lot  of  confidence,  not  just  by  this 
Member,  but  by  the  American  people  in  the  Fed  and  the  role  they 
play.  And  that  is  one  of  the  political  problems  we're  having  in  this 
Committee  in  dealing  with  the  consolidation  here.  I  don't  beheve, 
and  I'll  say  it  again,  it's  my  own  opinion,  and  we  all  differ,  I  don't 
believe  this  will  move,  knocking  out  the  role  of  the  Fed  in  super- 
vision. 

I'm  trying  to  see,  as  the  Chairman  said,  if  we  can  find  some  com- 
mon ground,  consolidate  three  agencies  into  one  and  keep  the  role 
of  the  Fed. 

Doctor. 

Mr.  Reinicke.  Could  I  just  come  in  on  this?  I  fully  support  what 
Dan  Brumbaugh  said.  However,  I  truly  realize  the  political  reali- 
ties of  the  consolidation  process. 

And  in  answer  to  your  question,  I  would  say  that  in  many  ways, 
the  Fed's  role  is  preserved  by  that  proposal.  It,  obviously,  is  pre- 
served in  the  sense  that  all  the  other  functions  that  the  Fed  has 
are  untouched  and  the  Fed  is  on  the  Federal  Banking  Commission. 
It  participates  and  takes  participation  in  the  deliberations  on  bank 
regulation. 
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Senator  Shelby.  It's  represented,  I  agree  with  you,  Doctor.  It 
would  be  under  the  proposal,  as  I  understand  the  Chairman's  bill, 
they  would  be  represented.  But  their  role  would  be  diminished. 

Mr.  Reinicke.  The  important  point  is  that  this  takes  place  under 
one  single  roof.  The  regulators  don't  compete  with  each  other, 
which  has  been  so  detrimental  to  the  system.  But,  putting  them 
under  one  roof,  you  still  allow  for  the  diversity  and  the  experience 
even  though  it  is  consolidated  and  can  be  developed  there. 

Let  me  just  make  one  more  point  about  the  inability  of  the  Amer- 
ican banking  system  to  adopt  to  international  competitiveness.  I 
would  fully  support  that  point  and,  indeed,  as  I  mentioned  in  my 
testimony,  there  is  also  a  conflict  between  monetary  policy  and  reg- 
ulation. This  is  precisely  why  the  Fed  has  been  so  hesitant  in  al- 
lowing banks  to  adjust  to  the  realities  of  competition,  because  the 
Fed  was  and  is  afraid  that  this  may  impede  its  independence  as 
the  only  responsible  actor  for  making  monetary  policy. 

Through  the  backdoor  of  its  regulatory  responsibilities,  which  are 
accountable  to  Congress,  there  is  an  impediment  on  its  monetary 
responsibility,  and  this  is  why  the  Fed  has  been  consistently  non- 
adaptive  to  the  realities  of  the  marketplace  contrary  to  the  Comp- 
troller of  the  Currency  and  the  Federal  Deposit  Insurance. 

Senator  Shelby.  When  the  Federal  Reserve  was  set  up,  you  all 
know  better  than  I,  in  the  history  of  the  Federal  Reserve,  the  role 
it  was  slated  to  play.  It  was  slated  to  be  independent  as  much  as 
it  could,  independent  of  the  whims  of  politics  day  to  day,  of  the  Re- 
publican Administration,  the  Democratic  Administration,  this  Sen- 
ator, that  Senator,  but  to  have  a  strong  monetary  policy,  a  sound 
one  by  the  United  States  of  America. 

Mr.  REDSncKE.  That's  correct.  But  the  principal  role  of  regulation 
came  much  later;  namely,  when  the  Fed  was  allowed  to  be  the  su- 
pervisor of  bank  holding  companies,  which  was  long  after,  many, 
many  years  after  the  principal  purpose  of  the  Fed. 

Senator  Shelby.  They  didn't  have  bank  holding  companies  when 
the  Federal  Reserve  was  initially  created.  Is  that  correct.  Doctor? 

Mr.  Reinicke.  That's  correct. 

Senator  Shelby.  The  game  has  evolved  and  the  rules  change,  not 
only  as  to  just  new  entities,  bank  entities,  but  the  regulations 
change  because  of  the  new  products  that  come  out,  as  you  well 
know,  better  than  I. 

Mr.  Chairman,  thank  you  for  your  indulgence. 

The  Chairman.  Senator  Shelby,  interestingly,  one  other  point 
was  made,  that  I  heard  for  the  first  time  today,  that  fits  into  this 
context.  I  know  you  and  I  have  a  little  different  view  on  this  issue. 
But  Mr.  Brumbaugh  has  gone  back  and  actually  done  an  analysis 
of  the  Federal  Reserve's  balance  sheet  of  personnel,  and  these  were 
the  rough  numbers  he  had.  I  found  these  surprising. 

The  Federal  Reserve  personnel,  a  rough  division  of  people  that 
work  on  systemic  risk,  the  payment  system,  and  monetary  policy, 
have  about  1,200  employees  in  and  around  Washington. 

It  turns  out  that,  for  this  rather  small  bank  regulatory  function, 
they  have  percentage- wise,  the  number  of  assets  they  oversee, 
there's  3,300  employees  out  across  the  country  in  these  12  Federal 
Reserve  districts. 
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So  there's  a  very  healthy  little  army  of  Fed  people  out  across  the 
country.  And  the  reason  we  got  to  that,  was  because  I  asked  the 
question,  why  would  the  Fed  nght  so  hard  on  this  issue? 

The  answer  that  Mr,  Brumbaugh  gave,  in  his  opinion,  was  that 
there's  a  lot  of  bureaucracy  out  there,  a  lot  of  people,  who  put  on 
the  Government  feedbag  each  day.  This  was  part  of  the  issue  that 
Mr.  Peter  Grace  and  his  group,  as  Mr.  Schatz  pointed  out,  were 
concerned  about. 

In  other  words,  you've  got  this  army  of  people  out  there  who  are 
on  uhe  Grovernment  pavroll,  and  you  need  to  ask,  do  you  really  need 
them  all?  I  can  see  why  John  LaWare  and  others  would  not  have 
much  appetite  for  that,  just  on  the  shear  matter  of  turf  preserva- 
tion and  things  like  that.  It's  almost  a  natural  bureaucratic  reac- 
tion. 

Senator  Shelby.  Can  I  comment  on  that? 

First  of  all,  I  don't  represent  the  Fed.  I  know  them,  I  know  most 
of  the  members  in  a  professional  sense,  like  the  Chairman,  because 
they're  over  here  a  lot  and  we  deal  with  them  a  lot. 

I  don't  believe,  myself,  that  the  reason  the  Fed  is  objecting  to 
this  bill  as  it's  written  is  to  hold  1,200  iobs  or  whatever  it  is. 

The  Chairman.  Thirty-three  hundred  jobs. 

Senator  Shelby.  Or  5,000  jobs.  I  don't  believe  that  at  all.  I  think 
everywhere  we  can  cut  out  jobs  in  Grovernment  and  make  the  sys- 
tem work  more  efficiently,  we  need  to  do  it. 

The  Chairman  and  I  both  share  a  role  there  and  a  philosophy, 
but  I  don't  want  to  cut  out  jobs  by  cutting  the  role  of  the  Fed  out 
of  something  that  I  think  they  do  a  superb  job  at.  I  think  it  goes 
to  the  role  they  play  in  the  regulation  of  some  of  our  banks. 

It's  my  understanding,  Mr.  Chairman,  that  the  holding  compa- 
nies which  are  regulated  by  the  Federal  Reserve  control  about  94 
percent — that  number  sounds  high — 94  percent  of  the  banking  as- 
sets in  the  country.  Is  that  correct,  about  right?  That's  the  GAO's 
estimate.  That  is  a  lot  of  assets.  I  think  that  would  be  taking  a  role 
away  from  the  Fed  that  I  think,  overall,  they  do  well. 

The  Chairman.  What  is  the  answer  to  that,  Mr.  Brumbaugh  or 
Mr.  Barth? 

Mr.  Barth.  It's  the  overwhelming  majority  of  the  assets,  but  the 
Federal  Reserve,  despite  having  some  regulatory  power  with  re- 
spect to  the  activities  of  the  bank  holding  companies,  does  not  ex- 
amine all  those  banks  within  the  holding  companies.  That's  one  of 
the  problems  that's  identified  by  a  number  of  people,  which  is  their 
overlapping  responsibilities. 

Different  bank  regulatory  agencies  regulate  different  parts  of  the 
holding  company  structure.  Therefore,  it  may  be  that  information 
is  not  made  available,  and  there's  a  lack  of  consistent  regulation. 
Things  may  fall  through  the  cracks. 

Senator  Shelby.  Mr.  Chairman,  would  you  yield  for  1  minute? 

The  Chairman.  Yes. 

Senator  Shelby.  Would  we  be  making  progress,  maybe  not  get- 
ting to  the  ultimate  goal  that  some  of  you  have,  but  would  we  be 
ma^ng  progress  in  the  Congress  if  we  were  to  go,  again,  from  four 
regulators  to  two? 

If  we  kept  the  role,  just  for  the  sake  of  argument  now,  of  the  Fed, 
but  consolidated  the  other  Federal  agencies,  three  into  one,  would 
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we  be  making  progress?  In  other  words,  going  from  four  to  two,  to 
see  how  that  works,  to  see  how  strong  this  agency  is  that  we  would 
consolidate,  this  newborn  entity,  or  recreated  entity,  wouldn't  we 
be  making  progress  and  being  careful  at  the  same  time? 

Professor  Barth. 

Mr.  Barth.  I  certainly 

Senator  Shelby.  I  didn't  say  that's  what  you  believe  or  what 
your  goal  would  be,  but  I'm  saying  if  we  did  that,  if  that  was  the 
will  of  the  Congress. 

Mr.  Barth.  Senator  Shelby,  I've  clearly  expressed  my  views  as 
to  how  far  one  should  go  to  make  the  most  progress  in  my  prepared 
statements  and  my  comments.  But,  I  do  agree  that  going  to  the 
point  of  consolidation  of  some  of  the  regulatory  agencies  is  indeed 
progress. 

Mr.  Reinicke.  I  would  tend  to  disagree.  I  would  be  careful.  We 
don't  remove  the  underlying  problem  of  competition  in  regulation. 
If  you  present  it  as  a  test  as  to  who  is  the  better  one,  we  once 
again  fall  into  the  trap  of  each  of  the  agencies  trying  to  perform 
short-term  policies  that  preserve  their  institutional  turf,  but  don't 
deal  with  the  underlying  fundamental  problems  of  the  future  of  the 
American  banking  system,  because,  eventually,  if  this  is  a  test,  at 
some  point  in  the  medium  term,  we're  going  to  evaluate  who  was 
the  better  one. 

So  I  don't  think  that  this  will  assure  policy  that  looks  into  the 
long-term  stability  and  competitiveness  of  the  banking  system.  We 
will  see  many  of  the  same  problems  that  we  see  now  among  the 
three  or  four. 

Senator  Shelby.  Would  we  be  better  off  if  we  abolished  those 
three  agencies  and  consolidated  all  bank  regulation  in  the  Federal 
Reserve? 

Mr.  Reinicke.  It  is  my  understanding  that  the  Fed  does  not 
want  that. 

Senator  Shelby.  I  didn't  ask  if  they  want  it. 

Mr.  Reinicke.  I  don't  think  so,  for  the  reasons  that  I  stated,  be- 
cause there's  the  potential  for  a  serious  conflict  between  monetary 
policy  and  regulation. 

Senator  Shelby.  Thank  you,  Mr.  Chairman. 

The  Chairman.  This  is  a  very  important  question  that's  been 
going  back  and  forth  here.  The  conflict  between  monetary  policy 
and  bank  regulation  is  somewhat  analogous  to  what  happened  in 
the  old  Federal  Home  Loan  Bank  Board  where  they  had  the  insur- 
ance power  and  the  regulatory  power. 

In  a  sense,  you  build  a  conflict  that  doesn't  necessarily  lead  you 
to  good  policy.  I  think,  to  the  extent  that  you  can  separate  these 
items  and  create  your  balance  of  power,  with  the  insurance  func- 
tion one  place,  the  regulatory  function  another  place,  and  the  mon- 
etary payment  system  authority  and  the  systemic  risk  authority  in 
another  place,  letting  those  three  operate  with  full  exchange  oi  in- 
formation, they  can  process  this  data  97  ways  from  Sunday  to  mon- 
itor what's  going  on.  And  if  there's  a  troubled  institution,  they  can 
get  even  closer  than  that. 

But  what  I  see  going  on  here  is  that  the  Fed  is  putting  up  in  the 
front  window  the  systemic  risk  issue,  the  payment  system  issue, 
and  the  monetary  policy  issue,  and  all  the  wnile  tending  to  the  care 
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and  feeding  of  these  3,300  employees  that  are  out  across  the  coun- 
try. 

That  really  preserves  the  Fed's  turf.  I  mean,  that's  essentially  75 
percent  of  their  personnel.  I  can  see  why  they're  reacting  the  same 
way  that  every  single  bureaucracy  reacts  when  they're  asked  to  get 
rid  of  ten  people,  50  people,  or  100  people.  They  are  hanging  on  for 
dear  life. 

So  John  LaWare  is  out  there.  In  fact,  their  strategy  is  the  re- 
verse. They're  saying,  "Well,  now  we  don't  have  enough  people." 
They  want  more  work  to  do  as  a  way  of,  in  a  sense,  insulating 
themselves  from  the  need  to  have  to  go  on  a  bureaucratic  diet. 

But  if  we're  going  to  hold  any  agency  of  Grovernment  out  to  be 
immune  from  intelligent  consolidation,  and  the  shearing  off  of  over- 
lapping and  duplicative  people,  we're  never  going  to  make  much 
progress.  I  think  that's  part  of  the  problem  here.  I  think  this  is, 
in  large  measure,  a  bureaucratic  argument,  as  much  as  anything 
else. 

Senator  Shelby.  Mr.  Chairman,  if  you'd  yield  to  me? 

I  disagree  with  you  on  that.  I'll  tell  you  what.  If  we're  trying,  if 
we  would  save  money  by  knocking  out  3,000  or  4,000  jobs,  I'd  rath- 
er knock  them  out  of  the  House  and  the  Senate  payroll  than  the 
Federal  Reserve,  or  any  of  the  regulatory  banking  agencies  that  do 
a  lot  to  give  confidence  to  our  banking  system. 

If  we're  going  to  try  to  save  jobs,  maybe  we  ought  to  do  it  here. 
I  appreciate  the  role  of  the  Fed. 

Thank  you. 

The  CHAreMAN.  I'm  going  to  just  ask  Mr.  Brumbaugh,  because 
you  made  this  point  before  Senator  Shelby  came,  your  words  are, 
I  think,  better  than  mine  on  this. 

When  you  laid  out  that  differentiation  of  personnel,  between  the 
study  that  you  did  of  their  work  force,  the  number  that  are  out  in 
the  Federal  Reserve  Banks  versus  the  ones  that  are  in  here,  tend- 
ing to  these  major  system  functions,  would  you  repeat  how  you 
think  that  is  at  the  heart  of  some  of  their  resistance  to  change 
here?  Just  restate  that  point  you  made. 

Mr.  Brumbaugh.  An  economic  analysis  of  the  role  of  the  Federal 
Reserve  in  the  three  functions  we've  been  discussing  today,  that  of 
bank  regulation  and  supervision  being  one,  the  lender  of  last  resort 
a  second,  and  third,  its  role  in  monetary  policy,  I'll  say  it  one  more 
time. 

You  cannot  find  anywhere  in  economics,  in  theory  or  in  empirical 
evaluation,  arguments  that  buttress  the  case  that  the  Federal  Re- 
serve needs  to  have  bank  regulatory  and  supervision  roles  in  order 
to  provide  appropriate  policy  as  lender  of  last  resort  and  as  the 
agency  for  monetary  policy  and  vice  versa.  It  does  not  exist,  not- 
withstanding the  fact  that  the  Fed  is  a  highly  respected  Govern- 
ment agency. 

In  handhng  lender  of  last  resort  activities,  the  Federal  Reserve 
has  a  very  specific  role.  That  role  is  to  lend  to  banks  that  are  sol- 
vent but  experiencing  liquidity  problems  due  to  depositor  with- 
drawals, funds  adequate  to  handle  those  withdrawals.  In  that  role, 
all  it  needs  is  information  from  the  bank  regulatory  agencies  that 
allow  it  to  have  enough  information  to  know  that  they're  lending 
to  a  solvent  bank. 
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If  the  bank  is  not  solvent,  the  Fed  has  no  role.  The  role  then  goes 
to  the  deposit  insurance  agency  which  is  designed  to  close  the  in- 
solvent and  illiquid  bank. 

In  terms  of  monetary  policy,  monetary  policy  deals  with  main- 
taining stable  and  high  employment,  stable  and  high  overall  real 
economic  output,  and  stable  prices.  There's  no  evidence  that  the 
Fed  needs  to  have  a  direct  regulatory  role  in  banking  in  order  to 
provide  that.  Indeed,  it  has  no  similar  role  in  any  other  aspect  of 
the  economy. 

Many  financial  aspects,  as  Dr.  Barth  stated  extremely  well,  are 
much  larger  and  much  more  important  than  the  role  of  the  bank- 
ing agency. 

Then,  with  respect  to  the  actual  regulation  and  supervision  of 
federally-insured  depository  institutions,  first  of  all,  the  lender  of 
last  resort  and  monetary  policy,  with  the  exception  of  the  one  role 
that  I  said,  for  a  lender  of  last  resort,  the  Fed  has  no  role,  whatso- 
ever, in  its  bank  regulatory  and  supervisory  capacity  as  lender  of 
last  resort  and  in  monetary  policy. 

The  issue  then  becomes,  are  there  any  benefits  to  be  had  if  the 
Federal  Reserve  is  not  in  the  business  of  regulating,  examining, 
and  supervising  banks?  And  the  answer  is,  there  is.  The  primary 
one,  in  terms  of  difficulty  in  times  of  turmoil  and  in  times  of  dif- 
ficulties for  banks,  is  that  it  is  much  better  to  have  a  lender  of  last 
resort  that  is  out  there  and  is  saying  to  the  bank  regulatory  agen- 
cy, these  are  the  terms  under  which  we  will  lend  to  your  member 
banks,  the  banks  that  you  regulate,  if  they  become  illiquid.  This  is 
our  only  role  and  that's  what  we're  going  to  do. 

You  don't  want  the  Fed,  because  it  has  previously  had  respon- 
sibility for  bank  regulatory  policy,  which  arguably  could  have 
caused  the  turmoil  in  the  first  place  or  contributed  to  it,  to  be  in 
a  position  of  conflict  of  interest  where  it  needs  to  abet  that  regu- 
latory mistake  by  lending  to  institutions  which  are  illiquid  and  in- 
solvent. Which,  Senator  Shelby,  it  has  done. 

So  there's  a  real  purpose  to  have  the  lender  of  last  resort  sepa- 
rated from  the  bank  regulatory  and  supervisory  staff,  just  as  the 
Federal  Deposit  Insurance  Corporation  would  be  under  this  legisla- 
tion sponsored  by  Senator  Riegle. 

Let  me  just  say,  the  major  benefit  that  would  accrue  under  the 
approach  that  you  suggest  is  a  moderate  averaging,  leavening, 
moving  in  the  right  direction  approach,  which  would  not  come  from 
the  consolidation  of  the  bank  regulatory  agencies,  but  from  the  sep- 
aration of  the  Federal  Deposit  Insurance  Corporation  from  bank 
regulation,  for  much  the  same  reason  that  we  need  to  separate  out 
the  lender  of  last  resort,  and  that  is  the  following: 

The  Federal  Deposit  Insurance  Corporation,  just  like  the  Federal 
Savings  and  Loan  Insurance  Corporation  in  the  savings  and  loan 
debacle  in  the  turmoil  of  the  1980's  with  the  banks,  abetted  and 
actually  created  regulatory  laxity  and  forbearance  because  it  didn't 
have  the  reserves  in  order  to  close  all  insolvent  banks. 

You'll  have  a  better  system  if  the  Federal  Deposit  Insurance  Cor- 
poration, which  has  no  regulatory  responsibility  and  no  way  to  get 
its  fingers  into  regulatory  laxity  and  forbearance  and  simply  does 
one  thing,  makes  certain  that  it  has  the  reserves  to  close  all  insol- 
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vent  banks,  and  makes  certain  that  the  Federal  Banking  Commis- 
sion knows  that  that's  the  role  and  that's  what  it's  going  to  do. 

The  Chairman.  But  then  I  asked  you  this  question.  Why  would 
the  Fed  fight  so  hard  against  this?  That's  when  you  got  into  this 
division  of  all  these  people  across  the  country,  and  I  think  that's 
a  very  telling  point. 

I  noticed,  when  the  Fed  was  in  the  other  day,  they  didn't  talk 
about  where  their  people  are  or  what  they  did.  Probably  because 
that's  not  a  very  attractive  argument  to  advance  from  their  point 
of  view. 

Mr.  Brumbaugh.  If  one  makes  the  economic  argument  that,  on 
the  basis  of  substance,  on  the  basis  of  bank  regulation  per  se,  in- 
cluding examination  and  supervision,  on  the  basis  of  deposit  insur- 
ance per  se,  on  the  basis  of  developing  a  healthy  and  competitive 
banking  industry  per  se,  in  economics,  if  on  the  basis  of  an  eco- 
nomic analysis  of  the  role  of  monetary  policy  and  the  central  bank 
in  monetary  policy,  if  on  the  basis  of  an  analysis  of  the  Federal  Re- 
serve as  lender  of  last  resort,  there's  no  support  for  the  proposition 
that  the  Federal  Reserve  should  be  in  the  business,  then  what  does 
that  leave  one  with?  Especially  when  one  has  a  bureaucratic  em- 
pire in  which,  by  a  ratio  of  roughly  three  to  one,  the  staff  is  in  bank 
regulation  and  supervision  and  not  in  monetary  policy  and  the  role 
of  lender  of  last  resort. 

The  Chairman.  I'm  troubled  by  that,  and  I'm  also  troubled  by 
this  other,  larger  point  about  what  I  would  call  the  slipping  and 
sliding  problem.  And  that  is,  when  you're  into  the  supervision  side 
of  bank  regulation  and  you're  also  the  lender  of  last  resort,  I  think 
there's  a  tendency  to  tidy  up  your  mistakes. 

If  you  make  mistakes  over  in  the  one  area  by  not  being  far- 
sighted  enough  or  by  forebearing  too  much  in  bank  regulation  and 
supervision,  and  then  you  end  up  with  a  problem  over  in  another 
area  with  either  systemic  risk,  or  having  to  come  in  and  intervene 
in  some  way,  there's  an  inherent  conflict  in  that. 

I  think  most  bureaucracies  tend  to  want  to  tidy  up  the  record  so 
that  they  can  avoid  acknowledging  other  policy  mistakes  they've 
made. 

We're  dealing  with  that  right  now  in  the  Defense  Department 
with  respect  to  exposure  of  veterans  in  the  Persian  Gulf  War  to, 
I  think,  chemicals  and  possibly  biological  weapons,  where  we've 
now  got  a  vast  number  of  sick  veterans. 

The  Defense  Department  can't  see  the  problem,  partly  because 
the  problem  is  a  very  troubling  one  to  have  to  see.  I'm  reaching  for 
an  analogy  there. 

But,  obviously,  in  this  case,  I  can  see  why  you  would  have  trou- 
ble tidying  up  your  policy  errors  on  the  supervision  regulatory  side 
with  your  intervention  capabilities.  And  when  you  say  there  are 
cases  on  the  record  where  the  Fed,  in  fact,  has  gone  in  and  propped 
up  illiquid  and  insolvent  banks,  to  the  extent  that  that's  accurate, 
that  would  be  an  illustration  of  just  what  we're  talking  about, 
wouldn't  it  be? 

Mr,  Brumbaugh.  Yes,  it  would. 

The  Chairman.  Where  has  that  happened,  in  your  view? 
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Mr,  Brumbaugh.  It  happened  in  the  S&L  crisis  when  the  Fed 
lent  to  the  savings  and  loans  which  were  certainly  insolvent,  in  a 
market  value  sense,  for  example. 

The  Chairman.  Did  that  happen  in  any  significant  number  of 
cases,  to  your  knowledge? 

Mr.  Brumbaugh.  I've  never  studied  the  issue  to  the  extent  of 
which  it  happened. 

The  Chairman.  But  you  know  of  at  least  how  many?  One,  two, 
three,  four? 

Mr.  Brumbaugh.  Senator,  I  don't  know. 

The  Chairman.  Do  you  know  of  any  cases  with  commercial 
banks? 

Mr.  Brumbaugh.  No,  it's  not  an  issue  that  I  studied  in  depth. 

The  Chairman.  Does  anybody  else  know  of  any  examples  with 
commercial  banks  that  the  Fed  might  have  done  that? 

Do  you,  Mr.  Barth?  I  know  there's  a  suspicion  in  a  couple  of 
cases.  Have  you  looked  at  that? 

Mr.  Barth.  It's  sometimes  difficult  to  get  information  from  Fed- 
eral bank  regulatory  agencies,  as  you  well  know.  I  recall  having 
that  conversation  once  before  here.  I  do  not  know  of  any  situations. 

You  are  probably  aware  of  the  shared  lending  program  in  the 
S&L  industry.  I  think  that's  what  Dr.  Brumbaugh  was  referring  to. 

The  Chairman.  Dr.  Reinicke,  do  you  know  of  any  cases? 

Mr.  Reinicke.  I  don't  know  of  those  particular  cases  where  there 
was  a  conflict,  but  it  can  be  shown,  historically,  that  there  have 
been  conflicts  between  adjusting  the  American  banking  system  to 
international  competition  and  the  Fed's  fear  of  having  its  monetary 
independence  jeopardized.  The  Comptroller  and  the  FDIC  have 
long  been  advocating  the  repeal  of  Glass-Steagall,  supported  by  in- 
dustry and  supported  by  the  experts. 

On  several  occasions,  in  the  early  to  mid-1980's,  the  Fed  feared 
that,  as  a  result  of  advocating  and  implementing  certain  regula- 
tions, its  independence  would  be  questioned  and  this  question  was 
actually  linked  to  this  Committee  and  on  the  House  side,  to  a  ques- 
tion of  its  independence. 

Mr.  Brumbaugh.  One  can  just  imagine  how  the  Fed  is  going  to 
respond  to  this.  The  Fed's  going  to  say  it  never  happened.  So  it's 
important  to  put  it  into  the  appropriate  context  to  understand  why 
it  doesn't  happen  very  often,  if  it  does  happen. 

That's  the  following  reason:  Widespread  runs  don't  occur  in  our 
system  because,  at  the  moment,  we  have  Federal  deposit  insur- 
ance. The  main  bulwark  against  runs  against  federally-insured  de- 
positories is  the  fact  that  most  depositors  are  aware  that  their 
funds  are  insured  by  the  Federal  Government  now,  explicitly,  with 
the  full  faith  and  power  of  the  Federal  Government.  Therefore,  that 
stops  runs,  that  stops  widespread  runs  against  institutions,  so  it 
doesn't  happen  very  often,  in  the  first  place. 

Mr.  Reinicke.  Could  I  just  add  something  to  this?  The  broader 
discussion  that  we're  having  here  also  goes  back  to  one  of  the  prin- 
cipal arguments  about  checks  and  balances. 

Separating  those  three  functions  creates,  what  I  would  consider, 
a  true  svstem  of  checks  and  balances.  In  many  ways  the  Fed  actu- 
ally will  have  influence  on  regulatory  policymaking  precisely  be- 
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cause  the  regulator  is  afraid  that  imprudence  in  regulation  will  be 
exposed  by  the  insurer  and  lender  of  last  resort. 

So,  indeed,  we're  actually  moving  to  what  would  come  close  to  a 
true  system  of  checks  and  balances.  Each  of  the  three  agencies  will 
influence  the  regulatory  process  from  their  perspective. 

The  Chairman.  Ms.  Jarvis,  this  has  been  a  very  good  discussion, 
and  I  appreciate  all  of  you  engaging  in  it,  but  in  your  testimony, 
you  vividly  described  some  of  your  experiences  in  attempting  to  dis- 
cern, in  your  words,  "who  was  at  the  wheel  of  the  Federal  regu- 
latory ship." 

I'm  particularly  disturbed  to  hear  what  you've  described,  and 
again,  I  use  your  words,  as  a  "lack  of  a  clear  and  cohesive  response 
from  Federal  regulators"  in  the  area  of  consumer  protections,  for 
example,  and  the  fact  that  you've  had  difficulties  in  receiving  a  uni- 
fied response  on  consumer  issues  and  issues  of  mortgage  discrimi- 
nation. 

These  are  fundamental  violations  of  law  because  we've  written 
provisions  into  the  law  to  prevent  that  from  happening.  How  then 
do  you  deal  with  these  consumer  complaints? 

Wouldn't  that  be  one  of  the  most  compelling  reasons  to  have  this 
consolidation,  so  we've  got  a  point  of  authority  and  responsibility 
where  you  don't  get  this  run  around,  this  Catch  22,  where  you  call 
here  and  they  say,  no,  that's  not  us,  call  there,  and  the  next  thing 
you  know  you're  put  on  a  hold  button  forever.  Isn't  that  one  of  the 
things  we  gain  here? 

Ms.  Jarvis.  I  think  it's  one  of  the  most  important  things,  Mr. 
Chairman.  I  think  the  question  of  accountability  is  one  of  the  most 
important  reasons  for  the  consolidation.  A  consumer  ought  to  be 
able  to  call  a  single  place,  a  single  1-800  number  and  get  an  an- 
swer to  complaints,  and  find  out,  immediately,  how  to  resolve  those 
complaints.  That  does  not  now  exist. 

Ironically,  one  of  the  Federal  regulators  or  representatives  was 
at  our  hearing  recently,  when  we  raised  the  issue  of  appraisers  not 
knowing  the  areas  well.  She  indicated  a  personal  experience  where 
she  had  gone  to  a  bank  to  get  a  loan  in  her  neighborhood.  This  was 
a  person  who  was  a  representative  of  the  Federal  agency  who,  her- 
self, conveyed  a  concern  about  the  fact  that  she  had  gone  to  get  a 
loan  for  her  home  and  was  told  by  the  lender  that  they  didn't  lend 
in  that  area  because  they  did  not  have  appraisers  who  knew  the 
area. 

She  was,  herself,  a  representative  of  one  of  the  Federal  regu- 
lators. Clearly,  citizens  who  have  less  knowledge  of  the  system 
than  one  who  represents  the  banking  interests  ought  to  have  a 
place  to  go  to  resolve  that  kind  of  thing. 

That  really  is  at  the  basis  of  some  of  the  discrimination  in  lend- 
ing that  goes  on  now.  And  that  is  that  appraisers  are  not  hired  who 
know  multiethnic  neighborhoods,  for  example,  and  have  a  capacity 
to  evaluate  them. 

So  the  accountability  that  comes  as  a  result  of  having  a  stream- 
lined system  with  regulators  in  the  same  system  is,  I  think,  one  of 
the  most  important  consumer  protections  that  can  be  the  result  of 
this  consolidation. 
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The  Chairman.  It's  been  my  experience,  that  of  the  bank  regu- 
latory agencies,  the  Fed  has  perhaps  been  the  slowest  on  the 
consumer  protection  side. 

I'm  not  talking  about  something  that's  ephemeral.  I'm  talking 
about  getting  at  persistent  patterns  that  violate  the  law  and  any 
sense  of  equity  in  our  system. 

It  doesn't  mean  they  don't  care  about  it;  they  just  seem  to  be 
slower  to  get  at  it  and  there's  more  haggling  among  the  regulators 
to  try  to  get  effective  devices  for  dealing  with  these  problems.  More 
often  than  not,  it's  been  my  observation  that  the  Fed  is  the  last 
one.  That's  troubling  to  me  as  well. 

I  don't  quite  understand  why.  It  shouldn't  be  that  way  and  it's 
no  badge  of  honor  for  the  Fed  that  they  distinguish  themselves 
from  the  other  regulators  in  that  fashion. 

I  want  to  try  to  get  that  problem  solved  too,  if  we  can.  We  can't 
necessarily  do  that  just  in  chscussion  of  this  legislation  now,  but  in 
its  own  way  it  relates  to  it. 

Let  me  thank  you  all  for  your  testimony. 

Mr.  ScHATZ.  Can  I  add  just  one  thing?  I  would  have  liked  the 
opportunity  when  Senator  Shelby  was  here,  but  there  was  such  ex- 
pert comment  from  over  on  the  other  side,  I  held  off. 

But,  from  a  general  perception,  the  Senator  mentioned  the  fact 
that  people  have  great  faith  in  the  Fed.  If  you  ask  the  average  citi- 
zen, what  does  the  Fed  do,  they  fight  inflation.  I  don't  think  people 
really  have  any  idea  that  there  are  3,300  regulators  out  there  that 
are  working  on  the  same  kinds  of  things  that  three  other  agencies 
in  the  Federal  Government  are.  Honestly,  that  was  my  perception. 

I  don't  pretend  to  be  an  expert  in  banking,  but  we're  working  on 
recommendations  that  came  out  of  people  that  studied  this  problem 
for  many  years. 

I  don't  think  that  you  diminish  the  respectability  of  the  Fed,  the 
role  of  the  Fed,  or  anything  regarding  what  they  are  really  out 
there  to  do,  if  you  incorporate  all  the  cnanges  in  your  bill.  I  think 
that's  what  you  should  do. 

The  Chairman.  Thank  you. 

I  think  that  small  army  of  bureaucracy  that's  out  there,  that 
3,300,  is  under  the  radar  screen.  They  got  off  the  radar  screen  be- 
cause they're  out  in  the  field.  Looking  at  a  sensible  consolidation 
scheme  and  allowing  some  downsizing  of  bureaucracy,  which  is 
what's  going  on  in  the  private  sector  and  in  the  Government,  this 
is  an  area  that  needs  to  be  subjected  to  the  same  rational  forces 
of  discipline  and  commonsense  tnat  applies  to  other  areas  of  Gov- 
ernment. 

What  I  think  happened  here  is  these  other  issues  have  been 
thrown  up  as  a  smoke  screen  when,  in  fact,  handling  monetary  pol- 
icy, fighting  inflation,  overseeing  the  efficient  use  of  the  payment 
system,  and  the  ability  to  deal  with  systemic  risks,  are  all  ade- 
quately handled  without  the  army  of  the  3,300  out  across  the  coun- 
try. 

In  fact,  they  might  be  able  to  do  their  central  functions  much 
better  if  they  took  another  100  or  200  of  the  3,300  and  brought 
them  back  to  the  central  bank  and  put  them  to  work  on  these  other 
functions,  and  allowed  the  bank  supervisory  process  to  get  its  work 
done.  We  might  come  out  ahead  on  both  counts  that  way. 
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Mr.  SCHATZ.  I  would  agree  with  that,  Mr.  Chairman. 
The  Chairman.  Thank  you  all  again.  You've  been  very  helpful. 
The  Committee  stands  in  recess. 

[Whereupon,  at  12:10  p.m.,  Friday,  March  4,  1994,  the  Commit- 
tee was  adjourned,  subject  to  the  call  of  the  Chair.] 
[Prepared  statements  of  witnesses  follow:] 
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Mr.  Chairman  and  Members  of  the  Committee:  I  am  pleased  to  be  here  to  discuss 
legislation  to  consolidate  the  activities  of  the  four  Federal  agencies  respwnsible  for 
the  regulation  and  supervision  of  more  than  13,000  banks  ana  thrifts.  These  institu- 
tions, together  with  their  holding  companies  and  the  600  U.S.  branches  and  agen- 
cies of  foreign  banks  that  would  also  be  affected,  hold  more  than  $5.5  trillion  in  as- 
sets. 

I  welcome  the  Committee's  interest  in  simplifying  the  regulatory  structure,  and 
I  would  like  to  commend  you  for  taking  on  this  longstancung  and  diflicult  issue. 
Over  a  year  ago,  as  part  of  testimony  ^  that  covered  a  number  of  banking  and  thrift 
issues,  I  suggested  tnat  there  were  opportunities  along  these  lines  that  should  be 
considered. 

Several  proposals  have  been  made  recently  for  consolidating  the  regulatory  activi- 
ties of  the  Office  of  the  ComptroUer  of  the  Currency  (OCC),  the  Office  of  Thrift  Su- 
pervision (OTS),  the  Federal  Reserve,  and  the  Federal  Deposit  Insurance  Corpora- 
tion (FDIC).  Some  of  these  proposals  would  place  all  of  these  activities  in  a  single 
independent  regulatory  agency,  the  Federal  Banking  Commission,  while  other  pro- 
posals would  retain  more  than  one  regulator.  The  relative  strengths  and  weaknesses 
of  each  major  approach  need  to  be  carefully  debated,  and  I  hope  that  my  remarks 
wiU  be  helpful. 

We  support  the  objective  of  reducing  the  current  number  of  Federal  banking  regu- 
lators. However,  until  the  questions  about  the  role  of  the  Federal  Reserve  in  bank 
supervision  can  be  resolved,  we  think  a  logical  step  would  be  to  combine  OTS,  OCC, 
and  FDIC's  supervisory  responsibilities  for  State-chartered  banks  that  are  not  mem- 
bers of  the  Feaeral  Reserve  System  into  one  independent  agency. 

Current  Structure  Limits  Effective  Regulatory  Performance 

Over  the  past  several  years,  our  studies  of  the  banking  system  have  included 
failed  institutions,  agency  approaches  to  examination  and  supervision,  regulatory 
burden,  and  implementation  of  the  Federal  Deposit  Insurance  Corporation  Improve- 
ment Act  of  1991  (FDICIA).  Although  we  did  not  study  the  efficiency  and  effective- 
ness of  the  regulatory  structure  as  a  whole,  our  work  provides  a  picture  of  the  dif- 
ficulties inherent  in  four  agencies  regulating  banks  and  thrifts.  For  example: 

•  In  our  February  1993  report^  on  safety  and  soundness  examinations,  we  found 
that  these  examinations  were  too  limited  to  fully  determine  bank  and  thrift  safety 
and  soundness.  The  key  weaknesses  included  lack  of  comprehensive  internal  con- 
trol assessments  and  insufficient  review  of  loan  quality  and  loan  loss  reserves.  A 
lack  of  minimum,  mandatory  examination  standards  in  these  areas  was  a  common 
factor  among  the  regulatory  agencies;  this  deficiency  limited  the  reliability  of  the 
examination  process.  We  also  identified  significant  inconsistencies  in  examination 
pwlicies  and  practices,  including  differences  in  examination  scope,  frequency,  docu- 
mentation, and  assessment  of  critical  areas,  such  as  loan  loss  reserves.  Such  in- 
consistencies could  result  in  disparate  conclusions  regarding  the  safety  and  sound- 
ness of  an  institution,  depending  on  which  regulator  does  the  assessment. 

•  Differences  among  the  regulatory  agencies  in  the  priority  they  give  to,  as  well  as 
the  examination  approaches  they  take  in,  enforcing  consumer  protection  and  com- 
munity lending  legislation  have  contributed  to  concerns  about  effectiveness  and 
inconsistency  in  these  areas.  Similarly,  in  our  examination  of  regulatory  impedi- 
ments to  small  business  lending  we  also  found  that  the  agencies  gave  conflicting 
advice  to  their  institutions  about  the  procedures  for  taking  real  estate  as  collat- 
eral to  support  traditional  small  business  working  capital  and  equipment  loans.^ 

•  Overlapping  authority  is  a  particularly  significant  problem  in  bank  holding  com- 
pany regulation.  Holding  companies,  which  are  all  regulated  by  the  Federal  Re- 
serve, now  control  94  percent  of  the  banking  assets  in  this  country.  Except  for 
about  970  State-chartered  banks  that  are  members  of  the  Federal  Reserve  Sys- 
tem, at  least  two  Federal  regulators  must  oversee  the  activities  of  each  bank  and 
its  transactions  with  its  affinates.  Although  the  regulators  try  to  coordinate  their 
supervision  and  examination  functions,  tnis  effort  is  not  always  successful  and 
questions  of  accountability  arise.  The  failed  Bank  of  New  England  is  such  a  case. 
OCC  was  responsible  for  examining  the  lead  bank,  but  the  Federal  Reserve  was 
responsible  for  approving  expansion  proposals  and  for  the  holding  company  exami- 
nations. In  this  case,  an  early  warning  of  problems  and  timely  corrective  action 


^  Banks  and  Thrifts:  Safety  and  Soundness  Reforms  Need  To  Be  Maintained  (GAO/T-GGI>- 
93-3,  January  27,  1993). 

^Bank  and  Thrift  Regulation:  Improvements  Needed  in  Examination  Quality  and  Regulatory 
Structure  (GAO/AFMD-93-15,  Febniary  16.  1993). 

^Bank  Regulation:  Regulatory  Impediments  to  Small  Business  Lending  Should  Be  Removed 
(GAO/GGD-93-121,  September  7,  1993). 
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did  not  occur.  This  bank  failure  alone  cost  the  bank  insurance  fund  about  $1  bU- 
Uon.'* 
•  The  current  practice  of  trying  to  reduce  inconsistency  by  having  all  the  regulatory 
agencies  adopt  a  common  rule  has  resulted  in  cumbersome  interagency  rule  mak- 
ing procedures.  Although  regulations  are  ultimately  produced  by  this  process,  it 
is  inherently  ineflicient  and  can  result  in  delays  and  missed  deadlines.  Implemen- 
tation of  FDICIA  is  such  a  case.  Numerous  staff  from  each  of  the  regulatory  agen- 
cies were  involved  over  an  extended  period.  However,  despite  this  eifort,  the  stat- 
utory deadline  for  the  noncapital  tripwire  provision  (section  132  of  the  Act)  was 
missed. 

Improved  Regulatory  Practices  Should  Accompany  Any  Restructuring 

Reducing  the  number  of  regulatory  agencies  would  help  solve  some  of  the  prob- 
lems I  have  described.  However,  I  think  it  is  clear  that  eftorts  to  improve  the  effec- 
tiveness and  efficiency  of  bank  regulation  also  should  address  how  the  agencies  do 
their  work.  The  need  to  link  consolidation  with  improving  the  effectiveness  of  regu- 
lation is  particularly  important  for  ensuring  implementation  of  the  reforms  that 
were  contained  in  FDICIA. 

In  today's  competitive  markets,  banks  and  thrifts  must  be  well  capitalized  and 
have  good  internal  controls  to  operate  safely  and  to  protect  the  funds  of  their  cus- 
tomers and  also  the  funds  of  the  deposit  insurance  system.  FDICIA  contributes  to 
accomplishing  this  goal  in  several  ways.  Through  what  is  known  as  its  prompt  cor- 
rective action  provision,  the  act  creates  a  powerful  incentive  for  depository  institu- 
tions to  operate  prudently  because  the  regulators  are  required  to  close  down  any 
bank  before  its  capital  is  exhausted. 

In  addition,  FDICIA  reouires  that  a  depository  institution's  management,  external 
auditor,  and  regulator  all  focus  on  the  adequacy  of  the  systems  that  are  used  to 
manage  risk  and  that  determine  the  bank's  financial  condition.  Further,  as  pre- 
viously stated,  in  our  reports,  the  regulators  were  not  comprehensively  reviewing  in- 
ternal controls  and  control  weaknesses  contributed  significantly  to  the  failure  of 
banks  and  thrifts.  Under  FDICIA,  managers  of  the  larger  banks  and  thrifts  must 
annually  jissess  and  report  on  the  effectiveness  of  internal  controls,  and  the  institu- 
tions' external  auditors  must  review  and  report  on  management's  assertions.  Thus, 
FDICIA  should  also  reduce  regulatory  burden  by  eliminating  redundancy  if  Federed 
and  State  regulators  seize  the  opportunity  for  improved  coordination  with,  and  reli- 
ance on,  external  auditors. 

I  cannot  emphasize  enough  the  rmj>ortance  of  successfully  implementing  these  re- 
forms. Not  only  are  they  necessary  in  the  present  regulatory  structure,  but  they  are 
equally  essential  to  ensuring  that  any  form  of  consolidation  will  achieve  its  goals. 
When  properly  implemented,  these  reforms  will  produce  better  information  about 
the  financial  condition  of  insured  institutions  and  this  better  information,  should  re- 
sult in  fewer  surprises  from  the  failure  of  large  banks  and  thrifts.  These  reforms 
are  thus  essential  for  reducing  the  potential  risk  in  consolidating  agencies  or  modi- 
fying the  supervisory  duties  of  FDIC  and  the  Federal  Reserve,  the  agencies  that 
bear  responsibility  for  deposit  insurance  and  financial  maiket  stability,  respectively. 

Managing  the  Deposit  Insurance  Function 

The  Administration's  proposal  would  leave  intact  FDIC's  responsibility  for  manag- 
ing the  deposit  insurance  system,  including  setting  risk -based  premiums  and  resolv- 
ing problem  cases.  We  are  on  record  as  favoring  a  strong,  independent  deposit  insur- 
ance function  to  protect  the  taxpayers'  interest  in  insuring  more  than  $2.5  trillion 
in  deposits.  Although  access  to  the  information  of  other  agencies  is  important,  we 
believe  FDIC  needs  to  have  the  authority  to  go  into  any  problem  institution  on  its 
own,  without  having  to  obtain  prior  approval  from  another  regulatory  agency.  FDIC 
also  needs  the  capability  to  assess  the  quality  of  bank  and  thrift  examinations  gen- 
erally, and  it  also  needs  backup  enforcement  power.  However,  as  I  suggested  pre- 
viously, when  the  prompt  corrective  action  and  related  provisions  of  FDICIA  are  op- 
erating effectively,  we  would  hope  that  the  number  of  instances  in  which  FDIC  will 
need  to  conduct  independent  examinations  to  protect  the  insurance  funds  will  be  rel- 
atively infrequent. 

The  Role  of  the  Central  Bank 

Under  the  Administration's  approach,  the  Federal  Reserve  would  retain  its  re- 
sponsibilities for  monetary  policy,  the  payments  system,  and  the  discount  window, 
federal  Reserve  officials  say  that  their  ability  to  perform  these  functions  would  be 


*Bank  Supervision:  OCC's  Supervision  of  the  Bank  of  New  England  Was  Not  Timely  or  Force- 
ful (GAO/GGD-91-128,  Sept.  16,  1991). 
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seriously  impaired,  particularly  in  times  of  financial  stress,  if  the  Federal  Reserve 
lost  its  responsibilities  for  regulating  and  supervising  bank  holding  companies  and 
State  member  banks.  Because  benefits  from  consolidation  should  not  come  at  the 
cost  of  risking  damage  to  the  financial  system  or  from  limiting  the  independence  of 
monetary  policy,  the  Federal  Reserve's  concerns  warrant  serious  consideration. 

Experience  siiggests  that  in  times  of  financial  stress,  such  as  the  1987  stock  mar- 
ket crash,  the  Federal  Reserve  needs  to  work  closely  with  the  Department  of  the 
Treasury  and  others  to  maintain  maiket  stability.  The  Federal  Reserve  asserts  that 
its  effectiveness  in  such  situations  is  enhanced  by  its  detailed  knowledge  of,  and  in- 
fluence on,  the  operations  of  institutions  and  maikets  both  in  this  country  and 
abroad.  The  extent  to  which  the  Federal  Reserve  needs  to  be  a  direct  supervisor  of 
financiaJ  institutions  to  obtain  the  requisite  knowledge  and  influence  for  carrying 
out  its  role  is  an  important  Question.  Until  this  question  is  answered,  it  could  be 
risky  to  eliminate  the  Federal  Reserve's  direct  involvement  in  bank  supervision  in 
view  of  the  complexity  of  the  international  environment  in  which  major  banks  oper- 
ate. 

Although  no  other  country  has  a  banking  system  exactly  like  ours,  we  think  that 
some  insights  can  be  gained  from  the  way  other  countries  have  set  up  their  regu- 
latory systems.  For  example,  Germany  has  a  separate  agency  that  has  the  legal  reg- 
ulatory authority  over  banks;  this  agency  is  responsible  to  the  Ministry  of  Finance. 
Nevertheless,  it  is  required  bv  law  to  consult  with  the  central  bank  before  issuing 
regulations,  and  the  central  bank  can  veto  regulations  affecting  bank  capital  and 
liquidity. 

Furthermore,  the  regulatory  agency  shares  supervision  responsibilities  with  the 
central  bank.  While  actual  on-site  examinations,  for  the  most  part,  are  conducted 
by  external  auditors,  the  auditors'  reports  are  filed  concurrently  with  the  central 
bank  and  the  regulatory  agency.  Additionally,  individual  institutions  file  daily, 
weekly,  and  monthly  reports  with  the  central  bank.  The  central  bank,  in  turn,  ana- 
lyzes these  reports  and  provides  summaries  to  the  regulatory  agency.  In  addition, 
the  central  bank  is  in  frequent  contact  with  banks  to  discuss  questions,  issues  of 
interest,  or  perceived  problems. 

These  arrangements  give  the  central  bank  a  significant  role  in  working  with  the 
supervisory  agency  to  identify  and  deal  with  both  problem  situations  and  issues  fac- 
ing the  banking  system  as  a  whole.  The  (jerman  case  suggests  it  is  possible  to  work 
out  practical  arrangements  that  enable  both  central  bank  and  bank  supervisory 
functions  to  be  effectively  carried  out.  The  German  system  also  shows,  as  I  pre- 
viously stated,  that  effective  use  of  external  auditors  can  reduce  regulatory  burden. 

In  summary,  many  factors  should  be  taken  into  consideration  in  determining  how 
best  to  achieve  the  independence  of  monetary  policy  and  the  proper  implementation 
of  other  central  bank  functions.  In  the  final  analysis,  these  factors  involve  policy 
judgments  that  only  Congress  can  make. 

Dual  Banking  System  Adds  to  Complexity 

State -chartered  banks  are  a  unique  and  valuable  part  of  the  U.S.  financial  sys- 
tem, accounting  for  69  percent  of  the  banks  and  43  percent  of  bank  assets.  The 
major  safety  and  soundness  problems  with  the  dual  banking  system  that  have  con- 
cerned us  in  the  past  include  the  adverse  impact  on  the  bank  insurance  funds  aris- 
ing from  poor  supervision  and  the  ability  of  State -chartered  institutions  to  engage 
in  risky  activities  that  were  not  allowed  for  federally-chartered  institutions.  These 
problems  have  been  addressed  in  recent  legislation.  FHarsuant  to  provisions  of  the 
Financial  Institutions  Reform,  Recovery,  and  Enforcement  Act  ot  1989  (FIRREA) 
and  FDICIA,  FDIC  must  determine  that  there  is  no  undue  risk  to  the  insurance 
funds  from  any  State  liank  activity  that  is  not  allowed  for  a  national  bank.  In  addi- 
tion, all  banks,  regardless  of  their  charter  must  be  examined  either  annually  or 
every  18  months,  depending  on  their  size  and  financial  condition. 

As  Congress  considers  consolidation  proposals,  we  believe  it  is  important  to  keep 
in  mind  that  arrangements  to  preserve  a  dual  banking  system  should  not  create 
new  incentives  to  weaken  essential  regulation  by  allowing  banks  to  play  one  regu- 
lator off  against  the  other.  One  incentive  that  should  be  reexamined  is  the  present 
practice  ofcharging  national  banks,  but  not  State  banks,  for  Federal  examinations. 

Alternative  Approaches 

The  Federal  Banking  Commission  proposed  by  the  Administration  clearly  provides 
a  way  to  deal  with  the  problems  of  inefficiency  and  overlapping  authority  that  I  de- 
scribed earlier.  However,  as  I  have  indicated,  that  approach  is  not  without  its  risks. 
Progress  can  also  be  made  in  other  ways. 

We  support  the  objective  of  reducing  the  current  number  of  Federal  banking  regu- 
lators and  in  doing  so  creating  an  independent  regulatory  body.  However,  until  \he 
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questions  about  the  role  of  the  Federal  Reserve  can  be  resolved,  one  logical  step 
would  be  to  merge  OTS,  OCC,  «ind  FDIC's  primary  regulatory  responsibilities  for 
State-chartered  nonmember  banks.  Consolidating  the  primary  regulatory  functions 
of  these  agencies  into  one  inde{>endent  body  should  improve  the  efiiciency  of  rule- 
making and  produce  some  administrative  cost  savings. 

Further  efficiencies  could  be  gained  by  reducing  the  current  overlapping  respon- 
sibility for  supervision  of  a  holding  company  and  its  subsidiaries.  Key  areas  of  risk- 
taking  by  a  holding  company  are  usually  centrally  managed,  and  experience  shows 
it  is  difficult  to  conipletely  isolate  a  bank  from  ties  to  its  holding  company.  There- 
fore, if  the  Federal  Reserve  maintains  its  regulatory  responsibilities,  it  would  make 
sense  to  strive  for  consolidated  supervision  of  each  holoing  company  and  all  of  its 
subsidiary  banks  by  the  lead  banx  regulator.  The  details  that  would  need  to  be 
worked  out  include  the  Federal  Reserves  role  in  (1)  supervising  large  banking  com- 
panies; (2)  rulemaking;  (3)  approving  applications  of  individual  holding  companies 
in  areas  such  as  mergers  and  participation  in  nonbank  activities;  and  (4)  super- 
vising foreign  banks,  branches,  and  agencies.  Efficiencies  from  reducing  overlapping 
responsibility  at  the  bank  and  holding  company  levels  could  also  be  achieved  within 
the  present  regulatory  structure  and  should  be  addressed  even  if  a  consolidation 
plan  is  not  implemented. 

Implementation  and  Transition  Issues 

Even  a  consolidation  approach  that  is  well  conceived  may  not  accomplish  much 
if  it  is  not  effectively  implemented.  There  are  many  practical  problems  associated 
with  creating  a  new  agency  or  consolidating  existing  functions.  It  seems  reasonable 
to  expect  savings  in  administrative  and  operating  costs,  all  of  which  should  reduce 
industry  compliance  costs.  However,  time  and  time  again,  in  both  Grovemment  and 
the  private  sector,  we  have  seen  that  consolidation  has  not  automatically  created 
an  organization  that  demonstrates  efTective  efficient  operations.  Thus,  it  is  impor- 
tant that  transition  and  implementation  issues  be  included  when  considering  con- 
solidation, particularly  in  view  of  the  need  to  improve  many  regulatory  practices. 

Conclusion 

Mr.  Chairman,  in  passing  FDICIA  this  Committee  took  a  major  step  toward  mod- 
ernization of  the  banking  system.  Taking  action  to  simplify  the  regulatory  structure 
represents  another  important  step.  As  this  step  is  being  contemplated,  however,  I 
think  it  is  useful  to  bear  in  mind  that  there  are  additional  opportunities  for  bringing 
more  effectiveness  and  simplicity  to  the  regulatory  system.  Some  of  these  involve 
the  banking  industry  itself;  For  example,  authorizing  interstate  branching  would 
simplify  the  regulatory  process  by  giving  institutions  the  opportunity  to  simplify 
their  corporate  structures. 

Other  issues,  such  as  regulation  of  mutual  funds  and  derivatives,  require  looking 
beyond  the  banking  industry  to  the  broader  financial  services  marketplace.  In  the 
derivatives  area,  for  example,  the  major  players  include  securities  and  insurance 
companies,  in  addition  to  banks.  We  are  currently  studying  this  issue  and  will  soon 
provide  Congress  with  our  conclusions  and  recommendations.  However,  improve- 
ments in  the  regulatory  structure  need  not  be  delayed  because  of  these  complicated 
issues. 

Mr.  Chairman  that  concludes  my  prepared  statement.  My  colleagues  and  I  would 
be  pleased  to  answer  questions. 


PREPARED  STATEMENT  OF  CHARLENE  DREW  JARVIS 

COUNCILMEMBER,  FOURTH  WARD  OF  THE  COUNCIL  OF  THE  DISTRICT  OF  COLUMBIA 

Grood  morning  Chairman  Riegle  and  other  distinguished  Members  of  the  Senate 
Committee  on  Banking,  Housing,  and  Urban  Affairs.  I  am  Councilmember  Charlene 
Drew  Jarvis,  a  representative  from  the  Fourth  Ward  of  the  Council  of  the  District 
of  Columbia.  I  am  pleased  to  testify  before  you  today  on  Senate  Bill  1633,  the  "Reg- 
ulatory Consolidation  Act  of  1993"  introduced  by  Chairman  Riegle  and  Senator 
D'Amato. 

I  am  here  today  to  voice  my  support  for  S.  1633,  the  consolidation  of  bank  super- 
visory functions  in  a  Federal  Banking  Commission,  because  I  believe  that  the  ulti- 
mate result  of  the  consolidation  will  be  an  improvement  in  banking  services  to  indi- 
viduals and  businesses  and  an  increase  in  confidence  in  the  efficiency  and  equity 
of  our  banking  system,  generally. 

During  most  of  my  tenure  as  a  locally  elected  official,  I  have  had  the  privilege 
of  serving  as  the  Chairperson  of  the  Committee  on  Economic  Development.  The  re- 
sponsibilities of  this  committee  include  oversight  for  the  recently  established  Office 
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of  Banking  and  Financial  Institutions  which  charters  and  regulates  banks  operating 
within  the  District.  In  addition,  my  committee  reviews  and  approves  mergers  and 
acquisitions  of  banks  and  bank  holding  companies  in  the  District  following  the  local 
superintendent's  review  and  recommendation.  Lastly,  the  committee  assists  in  nego- 
tiating and  monitoring  banks'  community  development  requirements  pursuant  to 
DC  Law  6-107,  the  "Regional  Interstate  Banking  Act  Amendments  Act  of  1985," 
and  amendments  thereto. 

I  would  like  to  enter  into  the  record  some  of  the  experiences  I  have  had  as  a  local 
official  of  a  city/State  working  with  Federal  bank  regulatory  systems.  I  believe  that 
these  examples  may  aid  the  Committee  in  understanding  how  the  current  regu- 
latory system  might  be  streamlined  to  better  meet  the  needs  of  consumers, 
businesspersons,  and  banks  alike.  I  understand  that  certain  witnesses  have  a  con- 
cern about  the  bill's  impact  on  the  dual  banking.  While  I  appreciate  those  views, 
I  am  testifying  from  the  vantage  point  of  a  legislator  in  a  jurisdiction  with  almost 
all  federally-chartered  banks. 

Experience  During  the  Drafting  of  the  Regional  Interstate  Bank  Compact 

Until  1984,  my  committee's  responsibility  for  banking  was  almost  vestigial.  In 
that  year,  the  District  decided  to  exercise  its  congressionally  conveyed  authority, 
under  the  Douglas  Amendment  of  the  Bank  Holding  Company  Act,  to  authorize  the 
District  to  participate  in  interstate  bank  mergers.  This  was  the  first  time  that  we 
interacted  in  any  meaningful  way  with  Federal  regulators  as  we  sought  to  become 
part  of  the  Southeast  Compact  of  11  States  that  would  allow  reciprocal  interstate 
banking.  I  must  mention  at  the  outset  that  individuals  at  the  Federal  Reserve 
Board,  the  Office  of  the  Comptroller  of  the  Currency,  the  Federal  Deposit  Insurance 
Corporation,  and  the  then  Federal  Home  Loan  Bank  Board  were  always  helpful  and 
courteous  in  helping  us  crafl  this  significant  legislation.  Thus,  I  would  limit  my  cri- 
tique today  to  the  current  regulatory  framework  rather  than  to  any  individual  or 
individuals  within  this  regulatory  system. 

It  was  important  to  our  committee  that  community  development  commitments  be 
a  part  of  any  merger  application  into  the  District.  We  believed  that  these  commit- 
ments would  help  ensure  that  out-of-State  holding  companies  would  address  local 
needs.  It  became  immediately  clear  to  me,  however,  that  there  would  be  much  con- 
fusion and  overlap  in  enforcement  between  several  of  the  Federal  bank  regulators 
and  between  the  Federal  regulators  and  the  District's  Office  of  Banking  as  we  final- 
ized the  community  development  portion  of  our  legislation.  Such  confusion  could 
occur  because  these  development  requirements  were  more  stringent  than  Federal 
Communitv  Reinvestment  Act  regulations  and  because  at  least  two  Federal  regu- 
lators would  be  responsible  for  reviewing  the  validity  and  enforcement  of  these  com- 
mitments. 

The  way  I  understood  the  process  to  work,  the  Comptroller  would  have  a  say  be- 
cause nearly  all  District  banks  are  federally-chartered.  Thus,  the  Comptroller's  com- 
pliance examiners  and  auditors  would  view  the  commitments  of  the  holding  compa- 
ny's bank  subsidiary.  In  addition,  the  Federal  Reserve  would  have  some  level  of  ju- 
risdiction because  of  their  jurisdiction  over  the  holding  company  structure.  I  do  not 
believe  that  the  respective  Federal  regulatory  roles  were  ever  clearly  established  as 
to  the  District's  community  development  requirements. 

As  I  recall,  implementing  our  current  banking  laws  became  an  exercise  in  for- 
titude and  a  lesson  in  patience  for  members  of  the  Committee  on  Economic  Develop- 
ment. Letters  and  opinions  went  back  and  forth  between  Federal  agencies  and  my 
committee  and  we  finally  arrived  at  some  understanding  about  how  much  authority 
we  had  with  regard  to  national  bank  community  reinvestment  commitments  and 
about  which  regulators  would  be  reviewing  the  community  development  require- 
ments. I  believe  that  this  process  would  have  been  less  elusive  if  completed  within 
the  structure  of  the  proposed  Federal  Banking  Commission. 

Experience  Diiring  the  Mergers  and  Acquisitions  Process 

My  experience  with  the  mergers  and  acquisitions  process  in  the  District  is  that 
my  committee  must  comprehend  a  myriad  of  Federal  and  local  standards  prior  to 
any  approval  by  our  legislature.  For  example,  an  applicant  for  a  national  bamc  char- 
ter with  a  holding  company  must  apply  to  the  Federal  Reserve  and  speak  to  issues 
of  the  parent  company's  stock  ownership  and  the  overall  quality  of  capital  and  as- 
sets of  the  parent.  The  bank  subsidiary,  however,  must  apply  to  the  Comptroller  of 
the  Currency  and  speak  to  issues  of  the  subsidiary's  healtn,  branching  laws,  oper- 
ations of  the  bank,  and  convenience  to  the  community.  And  the  Justice  Department 
and  Securities  and  Exchange  Commission  have  an  ancillary  role  because  of  issues 
of  antitrust  and  publicly  held  stock,  respectively. 
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Having  gone  throu^  some  11  mergers  and  acquisitions  in  the  District,  I  now  be- 
lieve that  the  current  decentralization  of  regulatory  responsibilities  can  hinder  a 
regulator's  ability  to  accurately  view  a  merger  transaction  or  to  understand  its  full 
impact. 

Additionally,  a  recent  District  merger  applicant  applied,  consecutively,  to  Maiy- 
land  State  regulators.  Federal  Reserve  regulators,  the  District  regulators,  and  u- 
nally  to  the  Comptroller  of  the  Currency.  I  take  the  position  that  these  varied  appli- 
cations were,  in  effect,  one  related  transaction  that  should  have  been  reviewed  by 
a  single  regulator.  I  believe  that  we  are  at  a  disadvanta^  when  each  regulator  re- 
views an  application  according  to  his  or  her  own  regulations,  precedent,  and  stand- 
ards. The  disadvantage  occurs  because  each  regulator  sees  only  one  part  of  the 
merger  picture. 

I  would  add  that  the  current  regulatory  structure  invites  a  degree  of  forum  shop- 
ping. This  simply  means  that  banks  attempt  to  merge  under  statutes  and  regula- 
tions that  are  more  beneficial  to  them.  This  also  means  that,  with  a  good  attorney, 
you  can  find  out  which  regulator  has  historically  been  willing  to  grant  the  merger 
that  you  seek.  This  situation  would  be  effectively  cured  under  the  proposed  Federal 
Banking  Commission  because  standards  would  be  unified. 

Experience  with  Failed  District  Banks 

As  the  distinguished  Committee  is  aware,  several  banks  located  in  the  District 
have  failed  within  the  last  few  years.  In  the  wake  of  the  failures  I  learned  that  the 
FDIC's  supervisory  powers  in  cases  of  weak  or  failing  banks  were  quite  onmipotent 
and  overrode  other  laws  and  regulations.  Bank  customers  and  business  persons  con- 
tacted our  office  and  stated  that  they  did  not  have  an  understanding  oi  the  FDIC's 
role  in  certain  instances  and  that  the  FDIC  seemed  not  to  be  concerned  with  any 
community  commitments  that  had  been  heretofore  hammered  out  by  the  District. 
Here  again,  there  would  be  a  benefit  to  the  community  if  the  FDIC  retained  its  in- 
surance role,  but  if  the  supervisory  standards  were  the  duty  of  a  single  regulatory 
body. 

I  am  cognizant  that  the  FDIC  was  dealing  with  serious  safety  and  soundness  is- 
sues but  this  begs  the  next  question.  Why  were  not  the  banks'  capital  and  manage- 
rial problems  dealt  with  much  sooner?  Who  was  at  the  wheel  of  the  Federal  regu- 
latory ship?  I  believe  that  a  properly  constructed  consolidation  bill  would  lead  to  a 
more  efficient  warning  system  to  spot  banks  that  are  in  financial  trouble. 

I  would  also  state  that  the  plethora  of  failed  banks  nationwide  during  the  last 
several  years  led  to  overregulation  of  banks  by  Federal  regulators.  Within  a  period 
of  less  than  10  years.  Federal  regulation  swung  wildly  between  de-regulation  and 
overregulation  of  financial  institutions.  This  erratic  regulatory  structure  does  not 
aid  in  creating  a  stable  and  growing  economy.  I  would  hope  that  by  streamlining 
the  regulatory  structure,  the  standards  for  banks  would  be  consistent  and  not  capri- 
cious. 

Experience  with  Local  Business  and  Homeowner  Complaints 

As  an  urban  area  with  a  large  minority  population,  the  District,  like  many  similar 
cities,  has  problems  with  residents  receiving  equal  access  to  capital  from  fmancisd 
institutions.  Unfortunately,  this  problem  is  compounded  by  the  lack  of  a  clear  and 
cohesive  response  from  Federal  regulators.  During  a  recent  hearing  which  I  held  at 
Union  Temple  Baptist  Church  in  the  southeast  quadrant  of  the  District  where  many 
of  the  germane  Federal  regulators  were  present,  my  committee  could  not  get  a  uni- 
fied response  on  the  following  issues: 

(1)  Who  has  the  ultimate  authority  over  individual  complaints  of  mortgage  dis- 
crimination based  upon  race  or  other  statute rily-protected  classes; 

(2)  Has  the  hiring  of  minority  appraisers  been  statutorily  addressed  with  regard 
to  the  Resolution  Trust  Corporation  in  the  FIRREA  law; 

(3)  Why  are  certain  banks  receiving  excellent  or  satisfactory  CRA  grades  when 
their  depositors  feel  that  they  do  not  adequately  serve  their  communities. 

Under  the  proposed  Federal  Banking  Commission,  the  community  would  have 
some  guidance  as  to  where  banking  complaints  could  be  quickly  and  equitably  han- 
dled because  one  agency  would  be  responsible  in  this  area. 

In  summary,  my  experiences  as  a  local  legislator  have  shown  me  that  our  current 
financial  regulatory  system  is  in  need  of  more  consolidation  and  less  duplication. 
The  Riegle/D'Amato  bill,  if  enacted,  will  start  us  down  a  streamlined  regulatory 
path. 

Conclusion 

This  concludes  my  formal  testimony  before  the  Senate  Banking  Committee.  I 
want  to  thank  the  Committee  and  the  Committee  staff  for  permitting  me  to  address 
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this  important  and  prescient  issue.  I  look  forward  to  answering  any  questions  from 
Chairman  Riegle  or  the  other  distinguished  Members  of  the  Committee. 


PREPARED  STATEMENT  OF  THOMAS  A.  SCHATZ 

President  of  Citizens  Against  Government  Waste 

Mr.  Chairman,  thank  you  for  the  opportunity  to  testiiy  today  on  the  Administra- 
tion's proposal  regarding  regulatory  consolidation  and  your  and  Senator  D'Amato's 
proposed  regulatory  consolidation  bill,  S.  1633.  My  name  is  Tom  Schatz  and  I  rep- 
resent the  600,000  members  of  the  Citizens  Against  Government  Waste  (CAGW). 
CAGW  was  created  10  years  ago  after  the  Grace  Commission  (formally  known  as 
the  President's  Private  Sector  Survey  on  Cost  Control)  published  its  findings  and 
recommendations  to  make  Government  work  better. 

Since  1986,  CAGW  has  helped  save  taxpayers  more  than  $250  billion,  with  an- 
other $76  billion  in  savings  over  the  next  5  years.  Many  of  our  waste-cutting  rec- 
ommendations have  been  adopted  by  Members  of  Congress  seeking  to  make  the 
Government  more  efficient.  With  the  Vice  President's  National  Performance  Review 
last  fall,  the  Clinton  Administration  also  recognized  the  importance  of  providing  a 
better  return  on  the  investment  of  hundreds  of  biUions  of  our  tax  dollars. 

The  Council  for  Citizens  Against  Government  Waste,  our  lobbying  group,  joined 
the  quest  for  regulatory  consolidation  in  late  January  when  our  founder,  J.  Peter 
Grace,  sent  a  letter  supporting  the  Administration's  efforts  to  Treasury  Secretary 
Lloyd  Bentsen.  Mr.  Grace  reiterated  his  1984  conclusions  that,  "The  Grace  Commis- 
sion found  the  financial  regulatory  system,  with  its  fragmented  approach  to  regula- 
tion, inadequate  to  meet  the  demands  of  a  rapidly  changing  industry." 

Mr.  Chairman,  you,  and  Senator  D'Amato  deserve  the  thanks  of  the  American 
people  for  focusing  attention  on  the  need  for  consolidation  of  the  Federal  Govern- 
ment's banking  regulatory  system.  This  is  simply  a  good  Government  issue,  and  one 
that  this  Committee  should  move  ahead  on  quickly. 

Your  Committee  has  documented  more  than  50  years  of  reports  recommending 
consolidation  of  the  bank  regulatory  system.  There  is  unanimous  agreement  among 
experts  from  both  Republican  and  Democratic  Administrations  that  the  current  sys- 
tem is  archaic,  inefficient,  and  costly,  and  that  consolidation  would  benefit  consum- 
ers and  improve  the  safety  and  soundness  of  the  financial  services  industry. 

Taxpayers  are  demanding  action  now  to  eliminate  Government  waste.  There  is 
nothing  more  frustrating  for  them,  especially  sis  they  approach  paying  their  taxes 
on  Apnl  15,  than  knowing  that  there's  a  good  and  logical  idea  in  Wasriington  that 
is  being  thwarted  by  some  special  interest,  or  even  worse,  inflating  among  Federal 
agencies.  Your  hearings  will  nelp  make  taxpayers  aware  of: 

•  the  massive  regulatory  overlap  among  the  four  Federal  banking  agencies,  result- 
ing in  duplicative  expertise,  examinations,  applications.  State  regulatory  func- 
tions; foreign  bank  regulation,  supervision  of  U.S.  branches  and  agencies  of  for- 
eign banks; 

•  inefficiencies  in  examinations;  regulation  of  State-chartered  institutions  and  bank 
holding  companies;  consumer  protection,  securities  regulation,  recordkeeping  sys- 
tems; and  even  simple  items  Ulce  the  timing  of  applications  and  notices  or  deiinmg 
what  constitutes  effective  filing,  withdrawals,  or  amendments;  and, 

•  redundancy  in  administrative  authority  under  Federal  banking  laws,  which  has 
resulted  in  inconsistent  interpretations  of  almost  20  separate  Federal  statutes. 

While  this  is  enough  to  outrage  taxpayers,  the  biggest  waste  of  all  is  that  nothing 
has  been  done.  It  is  time  to  step  beyond  differences  of  opinion  and  act  construc- 
tively. One  regulator  is  clearly  better  than  four:  Two  regulators  would  still  incor- 
porate wasteful  duplication — and  would  also  be  more  likely  to  engage  in  a  civil  war 
that  would  result  in  continued  gridlock.  This  kind  of  inside-the-beltway  turf  battle 
has  led  record  numbers  of  taxpayers  to  lose  faith  in  the  ability  of  Government  to 
make  effective  use  of  their  hard-earned  tax  dollars. 

Mr.  Chairman,  while  the  Committee  is  aware  of  the  recommendations  of  the 
Grace  Commission's  Task  Force  on  Board  and  Commissions  for  Banking,  I  would 
like  to  provide  a  few  details.  The  Grace  Conmiission  advised  that,  "Significant 
economies  are  available  by  consolidating  the  three  closely  related  regulatory  agen- 
cies dealing  with  the  banking  industry" — the  Office  of  Comptroller  of  the  Currency 
(OCC),  the  Federal  Deposit  Insurance  Corp.  (FDIC),  and  the  Federal  Reserve — into 
a  new  Federal  Banking  Commission.  The  Grace  Commission  estimated  that  this 
consolidation  would  save  taxpayers  $99  million  over  3  years  following  full  imple- 
mentation. 
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The  Task  Force  staff  met  with  representatives  of  the  Federal  Reserve,  FDIC,  Fed- 
eral Savings  and  Loan  Insurance  Corporation  (now  the  Resolution  Trust  Corpora- 
tion), the  Federal  Home  Loan  Bank  Board,  and  the  National  Credit  Union  Adminis- 
tration. The  staff  reviewed  agency  budgets  and  oi^anizational  charts  to  estimate  the 
3-year  savings. 

The  individuals  interviewed  by  the  Grace  Commission  staff,  both  regulators  and 
industry,  all  asked  one  fundamental  question:  "How  can  the  Federal  banking  agen- 
cies ensure  safety  and  soundness  and  the  viability  of  the  Nation's  financial  system, 
while  encouraging  innovation  and  market-driven  growth  in  the  industry?" 

Competitors  in  the  marketplace  found  themselves  under  the  jurisdiction  of  agen- 
cies with  different  regulatory  missions  and  procedures.  The  need  for  change  in  the 
regulatory  scheme,  wnich  had  been  developed  in  piecemeal  fashion  in  response  to 
sometimes  unrelated  needs,  was  clear.  It  continues  to  be  imperative  for  another  rea- 
son: Banks  and  thrifts  have  found  ways  to  break  out  of  the  traditional  mariiets  be- 
fore the  regulatory  system  recognized  their  new  products.  With  the  recent  approval 
of  interstate  banking,  the  Senate  is  recognizing  these  new  marketplace  realities.  It's 
now  time  for  the  rest  of  the  regulatory  system  to  catdi  up  to  the  outside  world. 

The  Grace  Commission  focused  on  the  efficiency  and  cost  considerations  of  consoli- 
dating the  regulatory  agencies  and  found  uneven  and  irregular  treatment  of  finan- 
cial institutions.  The  Commission  called  five  agencies  providing  essentially  the  same 
seivices  "excessive." 

The  Commission's  report  cited  the  cost  of  regulation,  estimated  at  that  time  to  be 
$292  million,  including  a  total  of  4,880  field  examiners  and  overlapping  field  offices. 
With  efforts  to  eliminate  duplicative  automated  data  processing  and  to  reduce  the 
need  for  on-site  examinations,  the  Commission  saw  even  more  opportunity  for  con- 
solidation. Today  the  Government  spends  an  estimated  $1  billion  a  year  on  regu- 
lators— more  than  3  times  hi^er  than  in  1984 — and  employs  over  12,000  exandners 
and  support  staff.  This  massive  growth  makes  consolidation  even  more  important. 

In  its  conclusion,  the  Grace  Commission  report  said,  "The  benefits  in  efiiciency, 
uniformity,  flexibility,  consistency,  and  cost  savincs  indicate  that  such  a  consolida- 
tion of  the  bank  regulatory  agencies  into  one  is  both  necessary  and  appropriate." 

Under  the  Grace  proposal,  the  Federal  Home  Loan  Bank  Board  ana  National 
Credit  Union  Administration  would  remain  intact,  but  "should  be  considered  for 
merger  into  a  common  financial  services  regulatory  agency  as  their  member  institu- 
tions become  more  homogeneous  in  their  products  and  services  with  banks." 

Your  legislation,  S.  1633,  as  well  as  the  Administration's  proposal,  would  form  a 
single  regulatory  agency  out  of  the  four  Federal  regulators  for  depository  institu- 
tions. These  agencies  include  the  OCC,  the  Office  of  Thrift  Supervision  (OTS),  the 
FDIC,  and  the  Federal  Reserve  Board.  As  proposed  by  the  Grace  Commission,  Mr. 
Chairman,  this  new  entity  would  be  called  tne  Federal  Banking  Commission. 

With  a  hodgepodge  of  regulations  and  regulators,  taxpayers  are  funding  a  bloated 
and  inefficient  bureaucracy.  The  existing  system — created  with  little  rhyme  or  rea- 
son— reflects  a  period  of  time  when  commercial  banks,  savings  banks,  and  thrifts 
operated  largely  in  their  own  markets.  Government  now  stancu  in  the  way  of  mod- 
em banking  practices. 

Last  November,  Secretary  Bentsen  reported  that  regulators  from  different  agen- 
cies were  examining  a  small  bank  in  Cfalifomia.  The  examiners  outnumbered  the 
bank's  employees,  and  their  cars  filled  the  parking  lot  so  customers  could  not  park 
to  do  business.  The  bank  regulatory  system  is  out  of  control  and  needs  to  be  fixed. 

Mr.  Chairman,  we  don't  need  any  more  commissions  or  l^slation  in  the  future. 
Voters  want  change  in  Washington  now.  Eliminating  duplication  in  the  banking  reg- 
ulatory system  is  just  what  they  have  in  mind. 

Vice  FVesident  Gore  recently  stated  that,  "Bank  regulatory  consolidation  is  in 
keeping  with  both  the  substance  and  spirit  of  Reinventing  Government."  He  called 
it  "a  major  step  forward  in  the  Clinton  Administration's  efforts  to  create  a  Govern- 
ment that  woriis  better  and  costs  less." 

To  quote  a  well-known  television  comntercial,  "^ust  do  it." 


PREPARED  STATEMENT  OF  WOLFGANG  H.  REINICKE 

Research  Associate,  The  Brookings  Institution 

Mr.  Chairman,  Senator  D'Amato,  distinguished  Members  of  the  Committee,  my 
name  is  Wolfgang  Reinicke.  I  am  a  Researcn  Associate  at  the  Brookings  Institution. 
It  is  a  privilege  for  me  to  testify  before  this  Committee  on  the  reform  of  the  bank 
regulatory  structure  in  the  United  States.  My  views  are  based  on  independent  re- 
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search  regarding  the  U.S.  financial  system.  I  do  not  attempt  to  represent  the  posi- 
tion of  any  institution  or  pwhtical  organization. 

It  has  been  abnost  3  years  since  I  testified  before  this  Committee  on  the  very 
same  topic  and  I  am  delighted  that  you  and  the  Committee  have  decided  to  return 
to  this  issue.  Given  the  Administration's  renewed  initiative  to  consolidate  the  Fed- 
eral bank  regulatory  structure  and  the  bipartisan  support  this  policy  proposal  en- 
joys, I  am  hopeful  that  these  hearings  will  contribute  to  an  expedited  reform  effort 
of  the  current  structure  of  Federal  bank  regulation  in  the  United  States  that  accom- 
modates the  interests  of  all  those  involved  in  the  debate  and  serves  the  public  inter- 
est. 

Before  I  address  what  I  believe  are  some  of  the  misperceptions  and  inconsistencies 
of  those  who  oppose  a  consolidation  of  the  Federal  bank  regulatory  structure,  let  me 
brieflv  reiterate  why  it  is  in  the  interest  of  the  U.S.  banking  system,  its  institutions 
and  the  public  as  well  to  proceed  with  reform.  My  analysis  is  based  on  a  close  study 
of  the  way  in  which  the  U.S.  banking  system  has  responded  to  the  changing  condi- 
tions in  the  domestic  and  international  financial  marketplace. 

The  Changing  Nature  of  Financial  Intermediation  in  the  United  States 

Until  the  late  1970's,  the  U.S.  commercial  banking  system  consisted  of  a  series 
of  highly  segmented,  well-protected  markets.  The  instruments  of  protection  were 
price,  geographic,  and  product  regulation.  This  type  of  regulatory  structure,  which 
created  a  set  of  well-defined,  functionally  different  institutions,  had  its  roots  in  the 
19th  Century  and  is  often  described  as  a  cartel.  This  cartel  began  to  collapse  during 
the  1970's  and  in  particular  the  1980's  when  the  various  mechanisms  of  protection 
crumbled.  As  a  result,  the  U.S.  commercial  banking  system  has  experienced  a  dra- 
matic transformation.  Beginning  in  the  late  1970's,  financial  and  nonfinancial  insti- 
tutions began  to  invade  each  others'  turf  through  product  innovation,  deregulation 
or  loopholes  in  the  current  regulatory  system  subject  to  administrative  rulings  and 
subsequent  judicial  consent. 

Today's  financial  marketplace  is  characterized  by  a  multitude  of  financial  and 
nonfinancial  institutions  which  carry  different  names,  even  though  they  provide  the 
same  services.  For  example,  as  of  1990  commercial  banks  have  consistently  issued 
more  home  mortgages  than  the  savings  and  loan  industry,  and  home  mortgage  com- 
panies have  almost  doubled  their  share  from  30  percent  to  53  percent.  The  outcome 
is  a  highly  competitive  domestic  market  environment  which  has  only  been  intensi- 
fied by  foreign  competition  and  securitization.  This  increasingly  competitive  environ- 
ment has  led  to  a  process  of  consolidation  among  financial  institutions,  due  to  merg- 
ers and  acquisitions,  and/or  institutional  closure  or  failure.  It  is  probably  correct  to 
assume  that  the  consolidation  is  likely  to  continue  at  an  even  faster  rate  in  the  fu- 
ture as  commercial  banks  continue  to  circumvent  continued  geographic  and  product 
restrictions  in  an  effort  to  maintain  their  market  share,  or  at  least  slow  down  their 
decline,  or  as  Congress  reconsiders  some  of  these  outstanding  impediments  in  sup- 
port of  a  fuUy  integrated,  multiproduct  national  banking  system. 

The  Role  of  Public  Policy 

The  principal  purpose  of  public  policy  should  be  to  guide  and  stabilize  this  dra- 
matic change  at  home  and  abroad,  ensure  the  competitive  position  of  U.S.  commer- 
cial banks  in  the  domestic  and  global  marketplace  and  minimize  the  associated  so- 
cial and  economic  costs.  As  such,  regulation  should  promote  a  financial  system  that 
has  internalized  the  underlying  changes  in  the  market  structure — domestic  and 
international — while  providing  for  adequate  soundness  and  stability  of  the  banking 
system,  the  individual  institution  and  most  importantly  the  protection  and  safety 
for  the  consumer. 

The  projection  of  private  sector  interest,  in  particular  during  these  times  of  rapid 
change  and  adjustment,  into  the  realm  of  public  policy  is  nothing  new,  nor  is  it 
unique  to  the  United  States.  All  democracies — albeit  to  different  degrees — are  char- 
acterized by  a  continued,  sometimes  conflictual  dialogue  over  the  role  of  public  pol- 
icy in  a  market  economy.  But  when  regulators  in  the  United  States  attempted  to 
stabilize  the  process  of  change  and  consolidation  in  the  financial  marketplace  in 
order  to  minimize  the  social  and  economic  costs  associated  with  it,  their  experience 
tells  us  that  they  are  often  caught  in  the  multilayered,  decentralized  structure  of 
their  own  regulatory  system. 

More  specifically,  the  existence  of  multiple  regulatory  agencies  in  the  U.S.  finan- 
cial system  creates  institutional  overlap  among  the  regulators  at  the  Federal  level, 
leading  to  the  emergence  of  diflerent  regulatory  regimes.  This  forces  regulators  to 
compete  with  each  other  in  a  market  for  regulation,  reversing  the  traditional  role 
of  public  policy.  Rather  than  being  a  complement  to  the  financial  markets  by  provid- 
ing the  general  framework  within  which  financial  institutions  can  compete  freely 
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and  fairly,  financial  regulation  is  developing  into  a  market  itself  and  thus  becomes 
an  endogenous  factor  in  the  decisionmaKing  process  of  orivate  sector  institutions. 
As  one  industry  representative  recently  stated,  "If  the  Comptroller  is  giving  me  a 
hard  time,  it's  nice  to  know  that  I  can  go  to  the  State  bank  department  and  they 
will  welcome  me  with  open  arms."  If  the  purpose  of  public  policy  is  to  evade  it,  we 
need  no  pubUc  policy  at  all,  and  I  would  include  in  that  the  regulation  and  super- 
vision of  our  banking  system. 

But  this  cannot  and  should  not  be  the  proper  role  of  public  policy.  Clearly  private 
sector  input  into  the  formulation  of  policy  is  one  important  ingredient.  But  financial 
market  regulation  and  supervision  snould  not  be  the  reflection  of  competing  private 
sector  interests  nor  shoula  it  be  the  result  of  competing  regulatory  regimes  in  a  sin- 
gle integrated  market.  Public  policy  should  not  oe  the  consequence  of  competition, 
it  should  be  the  cause  for  competition  in  the  financial  marketplace. 

The  regulatory  overlap  and  competition  among  regulators  has  increased  sharply 
in  recent  years  as  a  result  of  the  continued  functional  integration  of  financial  mar- 
kets and  the  continued  pressure  for  institutional  consolidation.  This  has  heightened 
the  conflict  in  the  public  sector  domain,  especially  among  regulators.  Functional  in- 
tegration has  prompted  iurisdictional  turf  battles  among  regulators,  and  the  pres- 
sure for  market  consolidation  has  prompted  a  struggle  for  institutional  legitimacy 
as  regulators  fear  a  declining  number  of  institutions  they  can  regulate  and  super- 
vise. Together,  jurisdictional  turf  battles  and  the  struggle  for  institutional  legit- 
imacy have  led  to  a  new,  separate  set  of  policy  incentives  on  behalf  of  regulators, 
in  addition  to  the  long-term  mandate  to  ensure  financial  soundness  of  individual  in- 
stitutions as  well  as  systemic  stability. 

Let  me  elaborate  on  this  second  set  of  policy  incentives.  Institutional  survival  of 
regulators,  under  conditions  of  functional  integration  and  market  consolidation,  pro- 
duces policy  incentives  that  for  the  most  part  are  short-term  as  they  react  to  market 
developments.  To  be  more  specific,  to  maintain  their  status  and  clientele,  individual 
regulatory  agencies  cannot  just  contemplate  the  interests  of  the  financial  system  as 
a  whole,  but  must  at  all  costs  embrace  the  preferences  of  that  very  individual  seg- 
ment of  the  financial  industry  they  regulate.  Unless  they  can  defend  or  even  enlarge 
the  market  share  of  their  constituency,  and  thereby  their  own  regulatory  turf,  they 
will  not  be  able  to  endure  over  time. 

Unfortunately,  these  two  sets  of  incentives — the  long-term  mandate  of  institu- 
tional soundness  and  financial  system  stability,  and  the  short-term  interests  to  en- 
sure institutional  survival — are  not  always  compatible  and  more  often  conflict.  In 
fact,  they  have  produced  the  following  policy  pattern.  Short  of  a  major  financial  cri- 
sis in  which  the  long-term  public  policy  mandate  outweighs  the  particularistic  inter- 
ests of  the  regulatory  agencies,  the  short-term  incentives  continually  dominate  the 
policymaking  process  of^ financial  market  regulation  in  the  United  States,  as  wit- 
nessed during  the  last  decade.  And  it  is  this  predominance  of  a  short-term  set  of 
interests  that  not  only  explains  the  perpetual  conflict,  but  also  the  ad  hoc  and  reac- 
tive nature  of  financial  regulation,  whereby  individual  regulators  constantly  try  to 
respond  either  to  the  short-term  pressures  of  the  marketplace  or  to  a  regulatory  ad- 
justment by  a  competing  regulator. 

One  striking  example  of  the  reactive  nature  of  public  policy  in  the  domain  of  U.S. 
financial  markets  is  the  fact  that  in  much  of  the  literature  on  financial  regulation 
in  the  United  States,  it  has  become  almost  a  conventional  wisdom  that  Government 
regulatory  forces  will  always  lag  behind  the  market  forces  and  there  is  nothing  that 
policymakers — regulators  and  the  legislature  alike — can  do  about  it  but  accept  it. 
And  clearly  the  experience  of  financial  regulatory  policy  during  the  last  decade  at- 
tests to  this  phenomenon  But  I  think  that  one  snould  not  jump  too  fast  to  such 
a  conclusion  and  it  would  be  dangerous  for  policymakers  to  accept  this  argument. 
Given  the  dynamic  that  I  outlined  above,  I  would  argue  that  the  predominance  of 
maricet  forces  in  determining  regulation  merely  reflects  the  predominance  of  the 
short-term  incentive  structure  on  behalf  of  regulators.  This,  however,  does  not  a 
priori  rule  out  a  proactive,  preventive,  and  thus  anticipatory  public  policy  legislated 
by  U.S.  policymakers. 

As  I  have  just  explained,  the  current  incentive  structure  generates  policy  out- 
comes that  by  definition  must  lag  behind  and  be  reactive  as  they  respond  to  market 
dynamics.  Thus,  as  long  as  the  conflict  between  the  short-term  institutional  inter- 
ests and  the  long-term  policy  mandate  has  not  been  resolved  I  would  not  want  to 
accept  the  deterministic  arguments,  so  prevalent  in  the  literature  on  financial  regu- 
lation, which  characterize  market  forces  as  wholly  insurmountable. 

In  fact,  the  example  of  other  nations'  financial  systems,  as  well  as  developments 
in  international  financial  markets,  suggests  that  public  policy  can  indeed  be 
proactive  and  anticipatory.  Moreover,  I  would  be  inclined  to  argue  that  unless  the 
long-term  mandate  of  financial  regulation  clearly  outweighs  the  short-term  institu- 
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tional  interests  of  individual  regulatory  agencies,  it  would  be  less  costly  in  social, 
economic,  and  even  political  terms  to  have  no  regulation  at  all.  Focusing  on  the 
long-term  health  and  stability  of  the  financial  system  supports  the  dictum  that  pre- 
vention is  better  than  the  cure.  It  is  also  less  costly,  as  has  been  so  aptly  dem- 
onstrated by  the  experience  of  the  Savings  and  Loan  debacle. 

As  you  can  tell  from  the  above  analysis,  I  consider  the  decentralized,  multilayered 
and  overlapping  structure  of  financial  regulation  in  the  United  States  as  one  impor- 
tant, though  not  the  only,  reason  for  the  problems  the  U.S.  banking  system  has  ex- 
perienced during  the  Isist  decade. 

I  do  not  need  to  elaborate  on  8. 1633  and  the  Treasury's  reform  proposal.  Let  me 
say,  however,  that  in  addition  to  dealing  with  what  has  been  described  oy  all  parties 
involved  in  the  debate  as  a  costly,  burdensome,  inefficient,  and  archaic  srystem,  it 
also  addresses  the  broader  public  policy  concerns  that  I  have  outlined  above  and 
equips  the  U.S.  banking  community  with  a  regulatory  structure  that  can  meet  the 
challenges  ahead.  A  single  independent  Federal  Banking  Commission,  which  in- 
cludes among  its  members  representatives  from  both  the  Treasury  and  the  Federal 
Reserve  as  well  as  the  financial  community,  consolidates  and  concentrates  the  expe- 
rience and  expertise  that  both  institutions  have,  ensures  continued  diversity  of  opin- 
ion, and  meets  their  legitimate  interest  in  participating  in  the  broader  long-term 
policymaking  process  that  determines  the  future  structure  of  the  U.S.  banking  sys- 
tem. At  the  same  time  it  relieves  policymakers  from  the  constant  short-term  chal- 
lenge to  respond  to  the  pressure  emanating  from  both  functional  and  institutional 
consolidation  that  I  have  described  above.  As  a  result,  regulators  can  address  the 
underlying  structural  problems  and  future  challenges  of  tne  U.S.  banking  system 
and  create  framework  conditions  that  ensure  its  health  and  international  competi- 
tiveness. 

Responding  to  Critics 

Let  me  then  turn  to  several  of  the  critiques  that  have  been  advanced  against  the 
reform  proposals.  One  of  the  most  frequent  criticisms  states  that  reform  would  cre- 
ate an  all  too  powerftil  superagency,  eliminating  all  the  necessary  checks  and  bal- 
ances that  were  so  carefully  crafted  during  the  first  three  decades  of  this  century. 
Such  criticism  is  unfounded  and  must  be  rejected. 

First,  Congress  can  deal  directly  with  any  problems  of  excessive  power  without 
recourse  to  several  regulatory  agencies.  Second,  and  more  important,  an  analogy  of 
the  fragmented  regulatory  system  and  the  constitutional  principle  of  separation  of 
powers  is  false  because  the  three  regulatory  agencies  perform  the  same  functions. 
One  agency  does  not  check  or  veto  the  actions  of  another.  It  cannot,  and  the  history 
of  administrative  rulings  over  the  Glass-Steagall  Act  attests  to  that. 

Third,  the  composition  of  the  commission  as  envisioned  in  S.  1633  ensures  the 
presence  of  several  viewpoints  on  questions  of  regulatory  policies  and  supervisory 
practices.  Fourth,  the  bulk  of  policymaking  with  respect  to  the  U.S.  banking  system 
should  be  conducted  by  the  three  branches  of  Government  which  continue  to  guar- 
antee the  presence  of  checks  and  balances.  Given  that  S.  1633  is  a  co-sponsored  bill 
and  has  tne  support  of  the  Administration  it  has  already  met  a  considerable  part 
of  that  test  and  will  continue  to  do  so  in  the  future.  If  anything,  S.  1633  would  make 
regulators  more  accountable  to  Congress  and  the  public.  To  quote  Senator  Proxmire, 
former  chairman  of  this  Committee,  "I  think  it's  far  easier  for  this  Committee, 
which  has  oversight  on  all  of  these  agencies,  to  act  if  we  have  a  single  agency  on 
which  to  concentrate  rather  than  if  we  have  three  disparate  agencies  with  different 
people  to  be  confirmed  who  are  each  doing  things  at  different  times  in  different 
ways.  So  our  oversight  would  be  improved,  too." 

Another  and  related  criticism  is  that  the  proposed  Commission  is  a  "monolith," 
a  "monopoly  bank  regulatory  agency,"  that  this  is  at  great  cost  to  the  broader  effi- 
ciency and  flexibility  of  our  financial  system.  First,  as  to  efficiency,  the  fact  that  a 
single  commission  is  more  efficient  by  consolidating  bureaucratic  waste  and  overlap 
and  reducing  costly  and  repetitive  examinations  has  been  demonstrated  and  need 
not  be  repeated  here.  Second,  first  and  foremost  markets  should  be  efficient  and 
flexible.  To  put  that  burden  on  regulators  misses  the  point  and  defies  their  purpose. 
Third,  regulatory  quality  not  quantity  counts  in  determining  the  flexibility  and  glob- 
al competitiveness  of  our  financial  system.  In  other  words,  not  the  number  of  regu- 
latory agencies  but  the  nature  of  actual  regulations  and  the  manner  in  which  they 
are  implemented  is  important.  In  fact,  when  it  comes  to  actual  regulatory  policy  the 
presence  of  multiple  regulatory  agencies  would  not  make  any  difference.  All  agree 
that  the  time  has  come  to  revise  the  current  structure  of  geographic  and  product 
regulation.  Fourth,  it  is  surprising  that  the  Federal  Reserve  would  join  those  that 
have  suggested  that  the  independent  Federal  Banking  Commission  would  turn  into 
a  monolith  and  exercise  monopoly  power.  Not  only  has  the  Federal  Reserve,  with 
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broad  support  from  all  branches  of  Government,  long  been  an  advocate  of  its  own 
independence  in  order  to  conduct  monetary  policy,  but  the  thought  of  having  that 
independence  compromised  by  a  parallel  body  equally  entitled  to  determine  interest 
rates  or  operate  a  discount  window  among  which  banks  could  choose  seems  not  just 
utterly  unrealistic;  it  would  defeat  the  very  purpose  of  sometimes  difficult  and  even 
controversial  decisions  and  remove  the  Fed's  £ux»untability  as  the  single  institution 
responsible  for  the  conduct  of  monetary  policy.  If  monopolies  in  the  domain  of  policy- 
making are  so  inefficient,  then  why,  and  in  my  view  appropriately  so,  do  we  have 
a  single  agency  responsible  for  the  conduct  of  monetary  policy? 

Critics  have  also  argued  that  a  single  regulator  charged  with  responsibilities  for 
safety  and  soundness  is  likely  to  have  a  tendency  to  suppress  risk-taking.  If  any- 
thing, the  evidence  from  the  debacle  in  the  Savings  &  Loan  industry,  which  was 
regulated,  supervised,  and  insured  by  a  single  agency  (the  Federal  Home  Loan  Bank 
Board),  points  in  the  opposite  direction. 

It  has  also  been  argued  that  history  suggests  that  competition  among  regulators 
has  tended  to  moderate  incentives  to  be  lax  in  supervision.  The  history  of  the  Glass- 
Steagall  Act  during  the  last  20  years  suggests  the  opposite.  In  fact,  as  early  as  the 
1960  s  then  Comptroller  of  the  Currency  James  Saxon  unilaterally  allowed  commer- 
cial banks  to  enter  the  securities  business,  against  the  wiU  of  the  Federal  Reserve 
and  the  FDIC.  At  the  time  he  could  only  be  stopped  by  the  courts.  However,  since 
the  early  1980's  the  Glass-Steagall  Act  has  been  dismantled  through  slow,  costly, 
and  arbitrary  administrative  actions  of  one  individual  regulator,  oftien  against  the 
fierce  opposition  of  the  others.  I  don't  mean  to  imply  that  Glass-SteagaU  should  not 
be  repeaJed.  To  the  contrary,  given  the  reality  of  the  U.S.  financial  marketplace 
such  a  move  by  Congress  is  long  overdue.  But  the  fact  that  many  have  argued  that 
it  has  been  repealed  "de  facto"  hut  not  "de  jure"  not  only  raises  questions  about  the 
apparent  ability  of  the  present  structure  to  ensure  checks  and  balances  but  also  about 
the  process  of  regulatory  policymaking  itself. 

Aiiother  argument  that  has  been  made  is  that  under  the  reformed  regulatory 
structure  banks  would  be  less  able  to  take  on  international  competition.  No  evidence 
for  that  is  available,  however,  if  anything  it  points  in  the  opposite  direction.  Ger- 
many and  Japan  have  one  single  regulator  that  cooperates  closely  with  the  central 
bank.  But  again,  it  is  not  the  structure  of  regulation  that  is  the  most  important  ele- 
ment in  determining  international  competitiveness  but  the  regulations  themselves 
and,  eqrually  important,  the  management,  skill  and  strategic  choices  of  the  banks 
themselves. 

However,  I  do  believe  that  the  United  States  should  be  represented  by  both  the 
Federal  Banking  Commission  and  the  Federal  Reserve  in  the  deliberations  on  global 
regulator  issues.  This  would  best  be  achieved  if  the  representative  from  the  Fed 
on  the  Commission  would  participate  in  the  discussions  that,  for  example,  take 
place  in  the  Basle  Conrnaittee  or  any  other  institutional  setting  that  may  evolve  in 
the  future. 

Critics  of  reform  also  chai^ge  that  the  proposal  would  effectively  end  the  dual 
banking  system.  It  is  difficult  to  see  how  that  would  be  the  case.  States  would  re- 
main the  primary  regulators  of  the  banks  they  charter,  thus  preserving  the  integrity 
of  the  dual  banking  system.  The  fact  that  the  knowledge  ana  experience  from  State 
level  supervision  will  become  an  integral  part  of  the  Federal  Banking  Commission's 
policies  actually  strengthens  the  principal  of  duality,  as  the  experience  and  expertise 
of  State  examiners  is  being  given  greater  wei^t.  Getting  the  FDIC  out  of  the  regu- 
lation business,  on  the  other  hand,  does  not  really  tamper  with  the  present  degree 
of  duality  since  the  FDIC  is  a  Federal  and  not  a  State  agency.  At  the  same  time, 
it  deals  with  the  long-recognized  conflict  of  interest  problem  inherent  in  an  agency 
that  internalizes  both  regulatory  and  insurance  functions. 

Let  me  also  make  a  more  general  point  that  I  believe,  however,  is  very  important. 
The  dual  banking  system  wfll  not  live  or  die  because  of  the  presence  or  absence  of 
a  particular  regulatory  structure.  The  fate  of  the  dual  banking  system  will  be  de- 
cioed  in  the  financial  marketplace  where  the  demise  of  geographic  and  product  regu- 
lations may  undermine  its  existence.  The  excessive  emphasis  on  the  future  of  the 
dual  banking  system  in  the  debate  over  structural  reform  is  thus  misplaced  and  ob- 
scures the  real  source  of  the  problems  and  challenges  for  the  dual  banking  system. 

The  Federal  Reserve  has  argued  that  streamlining  the  regulatory  structure  would 
seriously  impede  its  other  responsibilities  such  as  the  handling  of  financial  crises, 
acting  as  a  lender  of  last  resort,  managing  the  payments  system  and  conducting 
monetary  policy.  First,  the  times  when  banks  dominated  our  financial  system  are 
long  gone.  Today,  the  banking  industry  accounts  for  only  25  percent  of  the  Nation's 
total  financial  assets.  Of  those,  the  Fed  currently  supervises  only  15  percent.  Con- 
centrating on  a  narrow  set  of  institutions  would  thus  be  misleading,  and  of  course 
the  Fed  does  not  do  that  but  focuses  on  the  much  broader  concept  of  financial  mar- 
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kets.  Moreover,  as  has  already  been  pointed  out  by  others  in  this  debate,  in  most 
of  our  recent  financial  crises  such  as  the  failure  of  Drexel  Bumham  Lambert,  the 
stockmarket  crash  of  1987,  the  collapse  of  the  silver  market  and  the  bankruptcy  of 
the  Penn  Central  Railroad,  the  Fed  was  not  involved  as  regulator  but  handled  the 
crises  in  a  superior  and  flawless  fashion. 

In  addition,  assuming  for  a  moment  a  banking  crisis  has  erupted  and  the  Fed  has 
to  move  in  as  a  lender  of  last  resort,  aspects  of  bank  supervision  no  longer  play  anv 
role  at  this  particular  stage.  Thus  unless  it  can  be  demonstrated  that  only  the  Fed- 
eral Reserve  possesses  the  expertise  and  experience  as  a  regulator  or  supervisor 
that  could  have  prevented  the  crisis,  the  argument  does  not  stand  up  to  close  scru- 
tiny. As  long  as  the  central  bank  has  clear,  prompt,  and  unquestionable  access  to 
all  data  collected  from  the  banking  system,  inclumng  the  examination  reports,  all 
of  which  is  guaranteed  in  the  current  reform  proposal,  regulatory  power  and  direct 
supervision  is  not  required.  The  German  regulatory  structure,  for  example,  which 
is  renowned  for  its  efficiency  and  effectiveness,  is  characterized  by  a  single  regu- 
latory agency  that  shares  with  the  Bundesbank,  Germany's  central  bank,  a  common 
data  base. 

This  also  holds  true  for  the  conduct  of  monetary  policy.  As  one  former  Governor 
of  the  Federal  Reserve  said,  ".  .  .  the  supervisory  work  of  the  Federal  Reserve  has 
nothing  whatsoever  to  do  with  the  formulation  of  monetary  policy.  ...  I  have  never 
seen  a  single  individual  in  the  Federal  Reserve  System  which  formulated  monetary 
policy  on  the  basis  of  his  knowledge  of  banks  gained  through  examinations  only  by 
the  Federal  Reserve."  It  would  seem  that  the  burden  of  proof  on  this  matter  rests 
with  those  that  oppose  reform.  But  apart  from  frequent  assertions,  it  has  not  yet 
been  convincingly  demonstrated  how  any  useful  information  is  obtained  from  the  su- 
pervisory process  that  could  not  be  obtained  with  another  agency  doing  the  super- 
vision. The  critical  condition  for  adequate  and  timely  policy  decisions  are  the  criteria 
that  guide  the  data  collection  process  itself  and  the  intunediate  access  by  those  that 
need  the  information.  It  is  far  less  important  as  to  wfio  collects  the  information.  If 
the  current  collection  system  continues  to  satisfy  these  conditions  under  the  new 
structure  it  should  be  left  untouched.  If  not,  it  needs  to  be  revised. 

Furthermore,  if  indeed  a  convincing  case  could  be  made  that  close  day-to-day  con- 
tact is  vital  for  the  execution  of  monetary  policy,  this  does  not  necessarily  have  to 
be  linked  to  regulation,  as  the  Japanese  financial  system  has  demonstrated.  More- 
over, some  former  Fed  officials  have  actually  criticized  the  siipervisoiy  role  of  the 
Fed  as  being  detrimental  to  monetary  policy.  According  to  one  Federal  Reserve  Gov- 
ernor, "[SJupervision  is  too  important  a  function  to  be  the  Federal  Reserve's  part- 
time  job."  Another  Governor  stated  that  the  central  bank  "should  be  permitted  to 
devote  all  of  its  time  and  effort  to  the  task  of  monetary  policy,  without  diverting 
attention  to  bank  supervisory  matters  that  demand  concentrated  full-time  attention 
by  people  especially  qualified  for  the  job."  And  indeed  this  has  been  confirmed.  A 
survey  of  Federal  Reserve  Governors'  participation  in  votes  on  bank  regulation  does 
indeed  uphold  the  notion  that  they  do  not  divert  their  attention  to  matters  of  bank 
supervision.  According  to  this  survey  taken  during  1975,  all  seven  members  of  the 
Board  were  present  for  only  10  percent  of  the  votes  and  only  four  members  were 
present  for  more  that  one-fourth  of  the  283  decisions. 

In  fact  it  is  not  inconceivable  that  there  is  a  conflict  between  regulation  and  mon- 
etary policy.  Both  policy  domains  involve  political  controversy  not  the  least  because 
of  the  Federal  Reserve's  independence.  When  bold  innovative  action  might  be  nec- 
essary with  respect  to  regulation,  the  political  side  effects  of  taking  such  policy  deci- 
sions might  well  lead  the  central  bank  to  defer  or  at  least  postpone  such  action.  The 
history  of  the  Glass-Steagall  Act  points  in  that  direction. 

Indeed  according  to  officials  from  the  Bundesbank,  they  do  not  want  to  get  in- 
volved in  regulatory  issues  and  share  responsibility  as  it  may  interfere  with  their 
independence  in  the  conduct  of  monetary  policy.  Drawing  again  on  the  experience 
of  the  Bundesbank,  whose  conduct  of  monetary  policy  has  won  much  praise  around 
the  world,  there  seems  to  be  no  causal  linkage  between  broad  regulatory  powers  and 
the  conduct  of  monetary  policy.  The  exceptions  are  regulations  concerning  capital 
adequacy  where  the  Federal  Bank  Supervisory  Office  is  required  to  reach  sm  agree- 
ment with  the  Bundesbank.  Applied  to  the  Federal  Banking  Commission,  one  might 
consider  granting  the  Federal  Reserve  veto  power  on  such  a  aspect  of  regulation. 

Finally,  giyen  the  continued  dramatic  change  in  the  financial  marketplace,  I 
would  question  the  actual  relevance  of  bank  regulatory  structure  on  monetary  pol- 
icy. First,  as  stated  already  above,  the  Fed  only  supervises  15  percent  of  the  deposi- 
tory institutions'  assets.  Second  and  more  important,  the  real  challenge  to  the  Fed's 
ability  to  conduct  monetary  policy  comes  from  the  securitization  and  disintermedi- 
ation  that  all  financial  markets  have  experienced  over  the  last  decade,  complicating 
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the  tasks  of  central  banks  in  assessing  and  controlling  systemic  risk  and  in  respond- 
ing to  financial  crisis. 

Mr.  Chairman,  the  previous  analysis  suggests  that  the  areuments  that  have  been 
presented  against  reform  do  not  hold  up  to  close  scrutiny.  I  have  not  seen  a  concrete 
example  that  would  support  some  of  tne  broader  philosophical  points  made  by  the 
opponents  of  reform.  To  the  contrary  the  evidence  points  in  the  opposite  direction. 
Unfortunately,  this  debate  indicates  the  same  dynamic  that  I  outlined  at  the  begin- 
ning of  my  testimony  and  that  has  derailed  every  single  attempt  at  reform  over  the 
last  20,  even  40  years,  independent  of  the  majorities  in  Congress  or  the  political  per- 
suasion of  the  Administration.  Short-term  institutional  interests  to  preserve  turf 
continue  to  dominate  over  the  long-term  goal  of  building  a  regulatory  structure  that 
provides  the  foundation  for  a  sound,  stable,  and  globally  competitive  banking  system 
in  the  U.S.  If  you  are  looking  for  an  example  of  gridlock  this  is  a  perfect  case.  It 
is  supported  by  the  fact  that  numerous  officials  (including  several  from  the  Federal 
Reserve)  once  they  are  no  longer  affiliated  with  a  particular  regulatory  institution 
do  advocate  the  consolidation  of  the  system  in  the  direction  currently  suggested. 
Most  recently  this  has  been  demonstrated  in  an  impressive  way  when  eight  former 
regulators  endorsed  the  Treasury's  reform  proposal.  Moreover,  in  principal  all  regu- 
latory agencies  agree  that  the  time  has  come  to  streamline  the  system.  The  fact  that 
some  resist  a  possible  elimination  of  their  regulatory  powers  is  a  separate  matter, 
even  understandable  from  their  perspective.  Your  manaate,  however,  is  to  act  in  the 

f)ublic  interest.  According  to  the  principle  of  checks  and  balances  it  is  for  the  Legis- 
ature,  the  Executive,  and  the  Judiciary  to  decide  whether  this  interest  is  being  met. 


PREPARED  STATEMENT  OF  R.  DAN  BRUMBAUGH,  JR.* 

Economist,  Author,  and  Consultants,  San  Francisco,  California 

Thank  you,  Mr.  Chairman  and  Members  of  the  Committee,  for  the  opportunity  to 
testify  today  on  legislation  to  consolidate  the  bank  regulatory  agendas. 

As  you  will  see  from  my  testimony,  I  strongly  support  the  niegulatory  Consolida- 
tion Act  of  1993  (S.  1633)  introducea  by  Chairman  Kiegle  and  Senator  D'Amato,  as 
well  as  companion  legislation  introduced  by  Chairman  Gonzalez  of  the  House  Bank- 
ing Committee.  I  also  support  the  Administration's  proposal  to  consolidate  the  bank 
regulatory  agencies,  as  originally  proposed  by  the  Administration  in  November 
1993.  Although  I  will  suggest  two  potential  modifications  to  the  proposed  legislation, 
the  absence  of  these  modifications  would  not  alter  my  support  for  the  legislation. 

Under  the  bank  regulatory  consolidation  proposals,  the  bank  regulatory  respon- 
sibilities of  the  Office  of  the  Comptroller  of  the  Currency  (OCC),  the  Office  of  Thrift 
Supervision  (OTS),  the  Federal  Reserve  System,  and  the  Federal  Deposit  Insurance 
Corporation  (FDIC)  would  be  combined  in  a  single  agency,  the  Federal  Banking 
Commission  (FBC).  Only  the  FDIC  and  Federal  Reserve  would  remain,  but  their  re- 
sponsibilities would  be  limited  respectively  to  deposit  insurance  and  lender  of  last 
resort  and  monetary  policy. 

The  Need  for  Consolidation 

Among  the  most  important  issues  involved  in  the  consolidation  of  the  Federal 
bank  regulatory  agencies  are  how  the  consolidation  would  affect  the  competitive 
prospects  and  safety  and  soundness  of  U.S.  banks  and  the  ability  of  the  deposit  in- 
surance system  to  minimize  the  costs  associated  with  the  future  failure  oi  banks. 
Equally  important  issues  arise  in  the  context  of  the  Federal  Reserve  Board's  role 
as  lender  of  last  resort  to  banks  and  how  the  Federal  Reserve's  role  in  monetary 
policy  would  be  affected  if  it  were  no  longer  directly  responsible  for  the  regulation 
of  selected  banks  and  bank  holding  companies.  Though  the  proposals  can  undoubt- 
edly result  in  important  administrative  cost  savings  for  both  the  Government  and 
banks,  those  issues  have  been  discussed  thoroughly  elsewhere,  and  I  will  not  ad- 
dress them  here. 

Bank  Regulatory  Consolidation  and  the  Condition  of  American  Banking 

In  discussing  bank  regulatory  consolidation,  the  Comptroller  of  the  Currency,  Eu- 
gene A.  Ludwig,  has  talked  about  a  "curious  juxtaposition — an  expectation  of  contin- 
ued long-term  decline  versus  sharp  short-term  recovery"  in  American  banking.  He 
has  expressed  the  same  sentiment  oy  saying  that  American  banking  is  in  "a  secular 
decline  relative  to  other  financial  services  sectors"  while  simultaneously  "in  the 


^R.  Dan  Brumbaugh,  Jr.  is  an  economist,  author,  and  consultant  in  San  Francisco  and  was 
formerly  Deputy  Chief  Economist  at  the  Federal  Home  Loan  Bank  Board. 
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midst  of  a  powerful  cyclical  recovery"  in  profitability.  {The  American  Banker,  Sep- 
tember 16,  1993,  p.  26.) 

The  apparent  paradox  of  long-term  decline  and  short-term  profitability  in  Amer- 
ican bamcing  is  an  important  place  to  begin  evaluating  the  bank  regulatory  consoli- 
dation proposals.  In  a  number  of  important  respects,  federally-insured  depositories 
have  been  losing  maritet  share  to  other  financial  service  firms  for  a  considerable  pe- 
riod of  time.  In  essence,  nonbank  financial  service  firms  have  become  more  competi- 
tive than  banks,  and  now  develop  and  provide  many  financial  services  and  products 
more  efficiently  than  do  banks.  This  competition  has  intensified  dramatically  since 
1980,  and  will  likely  continue  to  intensify. 

Banks'  market  share  has  fallen  relative  to  their  competition  in  part  because  regu- 
latory constraints  inhibit  their  adaptation  to  changing  market  conditions.  The  com- 
bination of  the  apparently  irresistible  force  of  increasing  competition  and  the  largely 
immovable  obstacle  of  regulation  has  produced  banking's  long-term  decline.  This 
Committee's  recent  unanimous  vote  to  allow  banks  to  operate  nationwide  branch 
networks  is  certainly  a  significant  step  toward  removing  one  important  obstacle. 
Yet,  even  this  step  has  taken  so  long  that  it  helps  make  the  point  that  relatively 
slow  adaptation  to  competition  is  generally  the  fate  of  regulated  industries  like 
banking. 

The  recent  profitability  of  banks  ironically  also  points  out  the  fragility  of  Amer- 
ican banking.  Tlie  profitability  resulted  mostly  from  the  relatively  large  drop  in 
short-term  interest  rates  in  the  past  few  years,  in  part  during  the  1990-1991  reces- 
sion, that  allowed  banks  to  earn  record  profits  by  borrowing  from  insured  depositors 
and  lending  to  the  Federal  Government  through  the  purchase  of  U.S.  Treasury  secu- 
rities. Banks  also  began  reducing  costs.  These  are  not  sustainable  sources  of^profit- 
ability.  Big  banks  simultaneously  went  off  balance  sheet  to  earn  fee  income.  Banks 
also  sought  other  fee  income,  as  traditional  bank  borrowers  found  other  forms  of  fi- 
nancing in  the  general  capital  market. 

The  net  efTect  is  the  "curious  juxtaposition"  to  which  Mr.  Ludwig  refers,  or  the 
paradox  of  long-term  deterioration  and  short-term  profitability.  From  the  perspec- 
tive of  the  Congress,  the  current  period  provides  some  breathing  room  between  the 
turmoil  of  the  1980's  and  early  1990's  and  the  future  in  which  additional  turmoil 
should  be  expected.  At  issue  today  is  the  role  of  bank  regulatory  consolidation  in 
this  breathing  period. 

The  Role  to  be  Played  by  Regulatory  Consoudation  in  the 
Health  of  American  Banking 

Some  analysts  have  criticized  the  bank  regulatory  consolidation  proposals  be- 
cause, they  say,  the  effort  expended  on  the  proposals  would  be  better  spent  on  di- 
rectly dealing  with  the  competitive  disadvantages  of  the  banking  industry.  Cer- 
tainly, the  Congress  should  be  devoting  far  more  of  its  time  during  the  breathing 
room  created  by  recent  bank  profitability  to  alleviating  the  competitive  disadvan- 
tages of  banks,  as  well  as  seriously  evaluating  reform  of  the  deposit  insurance  sys- 
tem. At  the  same  time,  the  bank  regulatory  proposals  can  play  a  potentially  useful 
role  if  the  changes  that  are  made  indirectly  improve  the  competitiveness  of  Amer- 
ican banks  and  alleviate  problems  with  the  deposit  insurance  system. 

Although  this  testimony  will  address  these  issues  in  more  detail  below,  there  are 
many  examples  of  how  the  proposals  can  achieve  these  goals  relative  to  what  would 
have  been  achieved  under  the  current  system.  Separating  bank  regulation  from  the 
depository  function  of  the  FDIC  and  the  monetary  function  of  the  Federal  Reserve, 
can  increase  the  likelihood  that  the  FBC  will  focus  more  on  overall  bank  competi- 
tiveness. The  separation  of  the  deposit  insurance  function  from  bank  regulation,  can 
also  help  limit  regulatory  laxity  and  forbearance  when  serious  difficulties  arise  in 
the  banking  system.  TTiere  are  important  administrative  cost  savings  that  can  also 
be  achieved. 

As  a  result  of  these  kinds  of  considerations,  it  is  a  mistake  for  critics  of  the  bank 
regulatory  consolidation  proposals  to  imply  or  for  any  of  us  to  conclude  that  the  pro- 
posals are  in  principle  unrelated  to  bank  competitiveness  or  deposit  insurance  re- 
form. There  are  nonetheless  many  issues  that  the  Con^ss  ought  to  address  di- 
rectly regarding  the  competitiveness  of  American  bankmg,  and  the  consolidation 
proposals — regardless  of  their  ultimate  effect  on  bank  competitiveness — ought  not  to 
De  a  substitute  for  that  Congressional  review. 

Regulatory  Arbitrage,  the  Consolidation  Proposals,  and  Smaller  Banks 

In  the  past,  one  of  the  principal  economic  justifications  for  the  current 
multiregulator  system  has  been  regulatory  arbitrage.  Banks  with  different  charters 
could  gain  temporary  competitive  advantages  among  themselves  by  playing  one  reg- 
ulator off  another  one.  The  fact  that  Wells  Fargo  Bank  recently  contemplated 
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switching  from  a  bank  to  a  thrift  charter  and  that  Continental  Bank  applied  to 
switch  from  a  national  to  State  charter  are  examples  of  regulatory  arbitrage.  The 
expected  benefits  of  such  charter  switches,  including  broader  branching  restrictions, 
more  merger  options,  greater  powers,  and  lower  regulatory  costs,  have  apparently 
been  enough  to  justiiy  such  roundabout  efforts  to  adapt  and  meet  increasing  com- 
petition. 

With  a  single  regulator,  charter  "shopping"  would  quickly  become  less  necessary 
so  long  as  the  advantages  of  different  charter  types  were  distributed  throu^out  the 
banking  industry.  Under  this  condition,  there  are  good  reasons  for  banks  and  thrifts 
to  endorse  the  consolidation  proposals.  The  benefits  are  potentially  quite  helpful  for 
smaller  banks.  Approximately  70  percent  of  all  banks  and  thrifts,  for  example,  have 
less  than  $100  million  in  assets.  In  the  absence  of  a  rationalized  regulatory  system, 
smaller  institutions  will  continue  to  be  at  a  disadvantage  to  larger  institutions — like 
Wells  and  Continental — which  have  significantly  more  resources  to  devote  to  ferret- 
ing out  relative  advantages  in  the  current  regulatory  maze. 

At  the  moment,  the  inevitable  consolidation  of  the  bank  and  thrift  industries  is 
a  slightly  euphemistic  term  for  larger  institutions  swallowing  smaller  ones.  This 
pattern  is  iniluenced  by  branching  restrictions  and  regulatory  limitations  on  bank 
and  thrift  mei^ers.  A  single  regulator  could  add  pressure  to  eliminate  these  restric- 
tions and  provide  more  opportunities  for  smaller  banks  and  thrifts  to  expand,  in- 
cluding growth  through  mergers. 

Smaller  banks  ana  thrifts  will  need  to  expand  or  be  absorbed  by  larger  institu- 
tions in  order  to  survive.  Both  demographics  and  technology  is  working  against  the 
relative  well  being  of  smaller  banks.  The  more  sophisticated  financial  products  that 
are  increasingly  being  demanded  by  older  individuals  for  their  pensions  and  by 
younger  persons  using  technology  to  gain  access  to  financial  products  increasingly 
will  be  difficult  for  smaller  institutions  to  provide.  As  a  result,  the  mantra  of  small- 
er banks,  that  they  provide  special  services  to  communities  and  smaller  commu- 
nities in  particular,  is  increasingly  becoming  a  fiction. 

As  mentioned  above,  regulatory  arbitrage  is  used  to  gain  ground  relative  to  other 
regulated  depositories.  Whatever  benefits  can  be  extracted  through  regulatory  arbi- 
trage, and  protection  are  small  and  declining  in  the  face  of  growing  nonbank  com- 
petition. Banks  and  their  regulators  should  focus  far  more  of  their  time  on  how  to 
meet  nonbank  competition,  and  regulatory  consolidation  can  be  one  step  in  that  di- 
rection. 

The  Role  of  the  Federal  Reserve 

The  consolidation  proposals  would  eliminate  the  Federal  Reserve's  power  to  regu- 
late about  1,000  State-chartered  banks  that  are  members  of  the  Federal  Reserve 
and  6,300  bank  holding  companies.  A  member  of  the  Federal  Reserve  Board  des- 
ignated by  the  Board,  however,  would  be  one  of  the  five  members  of  the  FBC  and 
the  Federal  Reserve  would  have  access  to  all  information  available  to  the  FBC,  in- 
cluding all  data  and  examination  reports. 

In  my  view,  there  is  no  need  in  terms  of  the  economic  strength  of  banks  or  the 
economic  well  being  of  the  Nation  to  include  a  member  of  the  Federal  Reserve  Board 
on  the  FBC.  Indeed,  from  the  perspective  of  bank  regulation  and  the  role  of  the  Fed- 
eral Reserve  as  lender  of  last  resort,  the  financial  system  in  my  view  would  be  bet- 
ter served  if  the  Federal  Reserve  were  not  represented  on  the  FBC.  From  the  per- 
spective of  monetary  policy,  there  is  also  no  reason  to,  believe  that  sustainable 
growth  of  real  output  in  the  economy,  high  levels  of  employment,  and  price  stabil- 
ity— the  goals  of  monetary  policy — would  be  affected  if  the  Federal  Reserve  were  not 
a  member  of  the  FBC,  and  thus  had  no  direct  responsibility  for  bank  regulation. 

The  Criticisms 

Many  reasons  have  been  given  about  why  the  Federal  Reserve  should  retain  its 
current  role  in  bank  regulation.  The  following  is  a  summary  of  the  problems  that 
allegedly  would  arise  if  the  Federal  Reserve's  role  is  limited  as  it  would  be  under 
the  proposed  legislation  supported  by  the  Administration  and  developed  by  the  Sen- 
ate and  House  Banking  Committees. 

(1)  It  would  impede  the  ability  of  the  central  bank  to  prevent  or  to  manage  econ- 
omy-wide financial  crises  or  catastrophes,  and  as  a  result,  would  limit  the  central 
bank's  ability  to  maintain  the  stability  of  the  financial  system  and  the  effectiveness 
of  monetary  policy.  Examples  of  crises  cited  are  the  1987  stock  market  crash,  the 
bankruptcy  of  Drexel  Bumham  Lambert  in  1989,  the  collapse  of  real  estate  prices 
in  the  late  1980's,  and  the  "credit  crunch"  during  and  after  the  1990-1991  recession. 

(2)  The  role  of  observer  would  limit  the  information  from  bank  regulation  and  su- 
pervision that  is  necessary  in  order  to  develop  adequate  monetary  policy. 
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(3)  It  is  a  mistake  to  disconnect  bank  regulation  from  management  of  the  economy 
through  monetary  policy. 

(4)  In  its  role  of  lender  of  last  resort  to  depositories,  a  role  that  must  sometimes 
be  played  in  times  of  crisis  when  rapid  decisions  may  be  necessary  involving  billions 
of  dollars,  the  Federal  Reserve  cannot  count  on  examinations  and  other  information 
prepared  by  others. 

(5)  Too  much  power  would  be  placed  in  the  hands  of  a  regulatory  czar  resulting 
in  an  inappropriate  set  of  checks  and  balances  in  the  oversight  of  depository  institu- 
tions. 

(6)  One  massive  agency  would  be  too  slow  to  respond  to  changes  in  the  financial 
marketplace. 

(7)  In  order  to  keep  politics  out  of  bank  regulation,  it  is  essential  to  preserve  the 
regulatory  role  of  the  Federal  Reserve. 

Only  in  a  place  and  time  when  protection  of  a  bureaucratic  empire  can  be  a  holy 
grail,  and  when  terms  Mke  "lender  of  last  resort,"  "payments  mechanism,"  and  "mon- 
etary policy^  can  be  uttered  with  near  mythological  reverence,  could  any  of  these 
arguments  be  taken  seriously,  let  alone  not  be  derided. 

Responses 

Lender  of  Last  Resort 

The  most  important  goal  of  bank  regulation  is  to  maintain  confidence  and,  hence, 
stability  m  the  financial  system.  The  reason  this  is  so  desirable  is  that  a  stable  fi- 
nancial system  facilitates  the  eflicient  allocation  of  scarce  economic  resources — the 
primary  ninction  of  the  financial  system.  The  system  accomplishes  this  fundamental 
goal  by  essentially  fulfilling  two  functions:  providing  a  reliable  payments  mechanism 
to  facilitate  transactions  and  providing  a  reliable  credit  mechanism  to  transfer  funds 
between  savers  and  borrowers  to  facilitate  economic  growth. 

The  payments  and  credit  mechanisms  can  be  disrupted  by  widespread  runs 
against  depositoiy  institutions.  Protection  against  runs  in  our  current  system  is  pro- 
vided by  the  FDIC  as  deposit  insurer  and  the  Federal  Reserve  as  lender  of  last  re- 
sort to  depositories.  The  FDIC  protects  against  widespread  runs  by  providing  de- 
positors with  a  guarantee  against  losses  associated  with  selected  deposits.  The  guar- 
antee is  credible  because  the  U.S.  Government  stands  explicitly  behind  it.  Tax- 
payers are  the  ultimate  guarantor.  In  order  to  protect  taxpayers  against  losses,  the 
FDIC  is  supposed  to  resolve  all  insolvent  depositories  under  early  intervention 
guidelines  established  by  Congress  in  1991. 

In  order  to  protect  against  widespread  runs  at  solvent  depositories,  the  Federal 
Reserve  System  was  established  to  be  the  lender  of  last  resort.  As  described  by 
many  scholars,  the  role  of  the  Federal  Reserve  follows  principles  stated  in  the  nine- 
teenth century — none  of  which  involves  direct  regulation  of  depository  institutions. 
The  role  of  the  Federal  Reserve  is  to  prevent  illiquid  but  solvent  institutions  from 
being  forced  to  close  by  making  collateralized  loans  to  them  when  facing  heavy  de- 
posit withdrawals. 

There  is  no  theoretical  or  empirical  basis  in  economics  for  the  argument  that  ei- 
ther the  role  of  the  FDIC  or  the  Federal  Reserve  needs  to  be  combined  directly  with 
baijc  regulation  and  supervision.  In  order  for  the  FDIC  to  fulfill  its  obligations  as 
deposit  insurer,  it  does  not  need  to  be  directly  involved  in  bank  regulation  and  su- 
pervision. Likewise,  all  the  information  that  the  Federal  Reserve  needs  is  that  a 
given  bank  is  illiquid  but  solvent,  and  to  know  that  the  Federal  Reserve  does  not 
need  to  be  directly  involved  in  bank  regulation  and  supervision. 

Certainly  under  the  bank  regulatory  consolidation  proposals  put  forward  by  the 
Administration  and  the  Senate  and  House  Banking  Committees,  both  the  FDiC  and 
the  Federal  Reserve  would  have  ample  access  to  information  in  order  to  fulfill  their 
responsibilities  as  deposit  insurer  and  lender  of  last  resort.  Even  if  the  Federal  Re- 
serve were  not  represented  on  the  FBC,  it  could  certainly  be  guaranteed  access  to 
all  the  injformation  that  it  would  otherwise  have  available  to  it  in  order  to  determine 
the  solvency  of  banks  experiencing  liquidity  problems. 

Monetary  Policy 

Monetary  policy  refers  to  actions  taken  by  the  central  bank  to  affect  monetary  and 
other  financial  conditions  in  the  pursuit  of  sustainable  growth  of  real  output,  high 
employment,  and  price  stability.  The  direct  incursion  into  banking  that  may  be  nec- 
essary in  order  for  the  central  bank  to  pursue  those  goals  is  relatively  narrow,  deal- 
ing primarily  with  the  reserves  that  banks  must  hold  against  certain  deposits  and 
the  rates  charged  by  the  central  banks  for  the  reserves  that  banks  sometimes  bor- 
row from  it.  There  is  no  theoretical  or  empirical  basis  in  economics  to  argue  that 
sound  monetary  policy  requires  per  se  that  the  central  bank  also  have  additional  di- 
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rect  regulatory,  examination,  and  supervisory  responsibilities  for  banks  or  bank 
holding  companies. 

That  sound  monetary  policy  requires  per  se  that  the  central  bank  have  direct 
bank  regulatory  responsibility  is  also  not  supported  by  the  experience  in  other  coun- 
tries. The  German  Bundesbank  has  no  bank  regulatory  responsibilities,  for  example. 
Approximately  two-thirds  of  the  central  banks  in  member  countries  of  the  Organiza- 
tion for  Economic  Cooperation  and  Development  also  have  no  bank  regulatory  re- 
sponsibilities. 

Critics  of  the  bank  regulatory  consolidation  proposals  assert  that  the  Federal  Re- 
serve must  have  direct  bank  regulatory  fiinctions  in  order  to  have  adequate  access 
to  information  in  order  in  turn  to  allow  it  to  develop  appropriate  monetary  policy. 
The  Federal  Reserve,  however,  currently  regulates  and  supervises  banks  that  hold 
only  approximately  20  percent  of  the  assets  in  U.S.  banks.  Under  the  regulatory 
consolidation  proposals,  the  Federal  Reserve  would  be  represented  by  a  member  of 
the  FBC  overseeing  all  bank  regulatory  functions.  It  is  simply  not  a  credible  argu- 
ment that  the  Federal  Reserve  could  not  gamer  adequate  information  on  the  bank- 
ing industry  under  these  conditions  in  order  to  carry  out  monetary  policy. 

In  fact,  the  Federal  Reserve,  even  without  a  seat  on  the  FBC,  could  be  guaranteed 
access  to  adequate  information  on  the  banking  industry  in  order  to  carry  out  mone- 
tary policy  as  weU  as  its  responsibilities  as  lender  of  last  resort.  Although  impor- 
tant, the  information  that  the  Federal  Reserve  requires  about  the  banking  industry 
is  no  more  important  than  the  information  that  it  receives  on  other  sectors  of  the 
economy  to  which  it  has  no  guaranteed  access,  let  alone  direct  regulatory  respon- 
sibility. 

Other  changes  in  the  financial  marketplace  suggest  that  the  Federal  Reserve  may 
need  to  rely  relatively  less  on  information  from  banks  and  relatively  more  on  infor- 
mation from  nonbank  financial  firms.  Due  to  technological  advances  that  facilitated 
the  development  of  new  financial  products,  U.S.  households  in  the  past  few  decades 
have  shifted  from  direct  holdings  of  stocks  and  bonds  and  holdings  in  depositories 
and  life  insurance  companies  to  indirect  holdings  of  stocks  and  bonds  through  pen- 
sion funfjs  and  mutual  funds. 

As  a  result,  just  as  there  have  been  changes  in  the  marketplace  affecting  bank 
assets,  there  have  been  substantial  changes  afliecting  the  liability  side  of  deposi- 
tories' balance  sheets.  The  growth  of  nonbank  money  market  mutual  fiinds  has  been 
a  conspicuous  case  in  point.  Money  market  mutual  fiind  balances  rose  from  1  per- 
cent of  M2  in  1980  to  10  percent  in  1992,  and  they  have  continued  to  grow.  (M2 
is  the  second  broadest  of  three  main  classifications  of  money  comprising  the  Nation's 
money  supply.)  Before  1980,  money  market  mutual  funds  were  not  even  included 
in  M2  because  they  were  so  relatively  insignificant. 

The  fact  that  money  market  mutual  funds  are  now  included  in  M2  reflects  the 
new  reality  that  the  funds  are  a  close  substitute  for  deposits  at  banks  and  savings 
and  loans.  A  still  broader  measure  of  money  would  show  the  declining  importance 
of  depository  liabilities  compared  to  other  financial  service  firm  liabilities.  The 
growth  of  money-like  assets  available  from  nonbanks  suggests  that  the  Federal  Re- 
serve needs  to  rely  relatively  more  on  information  from  nonbanks  in  making  mone- 
tary policy.  In  contrast,  to  listen  to  critics  on  the  bank  regulatory  consolidation  pro- 
posals, one  would  conclude  that  the  monetary  sky  will  fall  if  relatively  minor 
changes  in  bank  information  gathering  were  to  occur. 

Checks  and  Balances  and  Relative  Power 

The  argument  that  too  much  power  would  be  placed  in  the  hands  of  one  regu- 
latory agency,  the  FBC,  resulting  in  an  inappropriate  set  of  checks  and  balances  in 
the  oversight  of  depository  institutions,  appears  significantly  overstated.  To  the  con- 
trary a  new,  and  stronger,  set  of  checks  and  balances  would  tend  to  develop  and 
a  greater  degree  of  overall  accountability  would  emerge. 

Power  would  be  redistributed  based  on  a  stronger  set  of  checks  and  balances  cre- 
ated by  the  separation  of  the  lender  of  last  resort,  the  deposit  insurer,  and  the  regu- 
latory agency.  This  redistribution  of  power  would  be  particularly  helpful  in  prepar- 
ing for  and  handling  periods  of  crisis.  As  discussed  below  in  more  detail,  for  exam- 
ple, the  existence  of  regulation  and  the  deposit  insurance  function  within  one  agency 
tends  to  lead  to  conflicts  of  interest. 

The  same  is  true  in  combining  the  lender  of  last  resort  with  regulation.  In  times 
of  abrupt  and  unexpected  difficulties,  for  example,  the  Federal  Reserve  in  the  pro- 

f)osed  regulatory  regime  would  be  less  likely  to  abet  attempts  to  cover  up  the  prob- 
ems  through  regulatory  laxity  and  forbearance.  The  reason  why  is  that  tne  F'ederal 
Reserve  would  not  be  responsible  for  the  regulatory  policy  that  might  have  or  argu- 
ably could  have  contributed  to  the  problems  in  the  first  place. 
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In  the  system  that  would  be  established  by  the  consolidation  proposals  the  lender 
of  last  resort  would  also  be  more  likely  to  make  clear  exactly  on  what  terms  and 
with  what  information  it  would  be  willing  to  lend  to  an  institution  experiencing  dif- 
ficulties. It  would  have  a  strong  incentive  to  make  those  conditions  known  to  the 
FBC.  The  power  of  the  lender  of  last  resort  to  be  certain  that  it  got  the  information 
it  needed  would  be  significant.  The  reason  would  be  that  the  FBC  would  not  want 
to  be  in  a  situation  where  solvent  banks  experiencing  a  liquidity  problem  did  not 
have  access  to  liquiditjy  from  the  lender  of  last  resort. 

Overall  accountability  would  improve  under  the  regulatory  consolidation  propos- 
als. In  the  current  system,  accountability  for  Federal  bank  and  thrift  regulation  is 
divided  among  five  agencies,  each  with  different  responsibilities.  This  can  make  ac- 
countability for  regulatory  policy  difficult  to  discern.  Under  the  svstem  created  by 
the  bank  regulatory  consoliaation  proposals,  responsibility  for  regulation,  deposit  in- 
surance, and  lender  of  last  resort  would  be  clearly  separated.  Congress,  for  example 
would  be  able  to  evaluate  each  function  more  clearly,  and  would  be  able  to  make 
changes  as  it  saw  fit.  The  improved  set  of  checks  and  balances  and  the  improved 
accountability  would  be  significant  and  adequate  safeguards  against  the  perceived 
problems  with  one  Federal  regulator  for  banks. 

In  our  Government,  the  safeguards  against  undue  power  are  not  tied  to  the  size 
or  scope  of  a  given  Government  operation,  but  to  the  accountability  of  the  operation 
and  checks  and  balances  among  Government  bodies.  This  would  clearly  apply  to  the 
FBC  and  protect  against  inappropriate  exercise  of  power. 

Innovation  and  Regulatory  Responsiveness 

The  notion  that  criticism  of  the  consolidation  proposals  is  based  in  part  on  worries 
that  the  FBC  would  be  too  slow  to  respond  to  changes  in  the  financial  mao-ketplace 
relative  to  the  Federal  Reserve,  or  that  it  would  be  exceedingly  risk  adverse  relative 
to  the  Federal  Reserve,  is  particularly  amusing  given  the  history  of  the  Federal  Re- 
serve in  this  regard.  The  Federal  Reserve  has  traditionally  been  the  Federal  agency 
most  likely  to  be  slow  and  the  least  innovative  in  response  to  changes  in  the  finan- 
cial marketplace.  The  Federal  Reserve  has  been  particularly  reluctant,  compared  to 
the  other  bank  regulatory  agencies,  to  support  additional  powers  for  bank  holding 
companies. 

Bureaucratic  Empire  at  Stake 

Based  on  a  reading  of  1992-1993  "Annual  Report:  Budget  Review"  of  the  Board 
of  Governors,  the  stan  assigned  or  budgeted  for  bank  regulation  and  supervision  ap- 
pears to  have  been  approximately  3,304.  This  is  slightly  less  than  three  times  the 
1,212  staff  members  that  appear  to  be  assigned  or  budgeted  for  monetary  policy. 
These  numbers  do  not  include  support  stafT  It  is  estimated,  moreover,  that  more 
than  90  percent  of  the  bank  regulation  and  supervision  staff  is  located  in  the  twelve 
Federal  Reserve  Banks.  Thus,  the  bureaucratic  empire  at  stake  is  not  only  a  signifi- 
cant part  of  the  Federal  Reserve  Board  of  Governors  in  Washington  but  also  a  sig- 
nificant part  of  the  twelve  Federal  Reserve  Banks. 

The  dismantling  of  this  empire,  not  lofty  policy  concerns  of  financial  stability,  ap- 
pears to  be  the  real  source  of  the  concern  over  the  Federal  Reserve's  role  in  the  con- 
solidation of  bank  regulatory  agencies. 

Lessons  from  the  Role  of  Regulatory  Structure  in  the  Thrift  Debacle 

Concerns  have  been  raised  that  the  regulatory  structure  that  would  result  from 
the  consolidation  of  the  four  bank  regulatory  agencies  would  be  similar  to  that  of 
the  Federal  Home  Loan  Bank  Board,  and  that  the  Bank  Board's  structure  contrib- 
uted to  the  thrift  debacle  of  the  1980's.  The  Bank  Board  was  the  sole  Federal  regu- 
lator for  federally-insured  savings  and  loans  until  1989,  when  it  was  replaced.  It 
had  all  of  the  authority  that  the  proposed  FBC  would  have:  the  design  of  regulation, 
the  examination  of  insured  depositories,  and  supervision  of  the  depositories. 

Separating  Regulation  from  Deposit  Insurance 

There  was  one  major  difference,  however,  between  the  Bank  Board  and  the  pro- 
posed FBC.  The  Bank  Board  was  the  operating  head  of  the  deposit  insurance  agency 
for  thrifts,  the  Federal  Savings  and  Loan  Insurance  Corporation  (FSLIC).  This  cre- 
ated a  potential  conflict  of  interest,  which  subsequently  became  important  in  the 
thrift  debacle. 

When  the  entire  savings  and  loan  industry  essentially  became  market-value  insol- 
vent between  1980  and  1982,  the  FSLIC  had  insufiicient  cash  reserves  to  resolve 
the  number  of  insolvencies  that  existed  and  would  have  otherwise  been  resolved  if 
the  FSLIC  had  had  adequate  reserves.  In  response,  the  Bank  Board  adopted  several 
regulations  between  1980  and  1982  that  were  designed  to  buy  it,  as  head  of  the 
FSLIC,  and  the  thrift  industry  time.  The  Bank  Board,  for  example,  lowered  net 
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worth  requirements,  liberalized  what  could  count  toward  net  worth,  and  allowed  in- 
stitutions reporting  insolvency  to  remain  open  for  lengthy  periods  of  time.  It  also 
gave  deeply  troubled  institutions  essentially  the  same  access  to  deregulated  asset 
powers  as  it  did  healthy  institutions.  I  believe  that  most  economists  who  are  experts 
in  the  thrift  debacle  have  concluded  that  the  net  effect  of  these  policies  was  to  in- 
crease the  total  present-value  cost  of  the  thrift  debacle. 

There  are  good  reasons  to  believe  that  some  of  the  incentives,  if  not  the  outcome, 
would  have  been  different  if  the  deposit  insurance  function  had  been  separated  from 
the  regulatory  function  in  the  thrift  debacle,  as  would  exist  under  the  consolidation 
proposals  that  would  create  the  FBC.  A  separate  deposit  insurer,  concerned  only 
with  the  resolution  of  savings  and  loan  failures,  might  have  been  more  vocal  about 
its  concern  over  the  fundamental  instability  of  the  savings  and  loan  industry.  It 
might  have  been  quite  vocal,  for  example,  that  an  industry  required  to  make  long- 
term,  fixed-rate  loans  funded  with  shorter-term,  variable-rate  deposits  was  a  ticking 
time  bomb  for  the  insurer.  It  might  have  been  more  reluctant  to  go  along  with  a 
policy  of  regulatory  forbearance  once  the  crisis  developed  if  it  concluded  that  for- 
bearance would  increase  its  ultimate  costs. 

A  change  in  regulatory  structure  separating  regulation  from  insurance  does  not 
guarantee  that  the  kinds  of  problems  that  arose  in  the  thrift  debacle  wUl  not  arise. 
A  pattern  similar  to  the  pattern  in  the  thrift  debacle,  for  example,  developed  in  the 
banking  crisis  of  the  1980's  and  early  1990's,  despite  the  fact  that  regulatory  respon- 
sibility was  shared  by  the  FDIC  with  agencies  with  no  specific  responsibility  for  de- 
posit insurance. 

Laxity  and  Forbearance  in  Bank  Regulation  and  Deposit  Insurance 

In  this  pattern,  the  FDIC  dramatically  understated  its  expected  losses  in  the  late 
1980's  and  early  1990's,  when  the  expected  losses  grew  substantially  larger  than  the 
cash  reserves  of  the  FDIC  fiind.  The  FDIC  did  not  resolve  all  troubled  banks  that 
it  would  have  otherwise  resolved  if  its  funding  had  been  adequate.  It,  like  the  Bank 
Board,  and  with  the  knowledge  of  the  other  bank  regulatory  agencies,  engaged  in 
a  pattern  of  regulatory  forbearance  similar  to  that  of  the  Bank  Board  in  the  1980's. 
Unlike  the  Bank  Board,  which  suffered  a  second  round  of  difficulties  when  real  es- 
tate prices  fell  in  the  late  1980's,  the  FDIC  and  its  fellow  regulators  were  bailed 
out  in  the  early  1990's  by  the  unexpected  relative  decline  in  short-term  interest 
rates  that  allowed  banks  to  earn  record  profits. 

The  regulatory  consolidation  plan  that  would  create  the  FBC  would  completely 
separate  the  FDIC  from  regulation.  This  would  at  least  create  healthier  incentives 
than  those  that  existed  when  the  Bank  Board  was  operating  head  of  the  FSLIC  or 
that  exist  today  when  the  FDIC  also  has  regulatory  responsibilities.  The  FDIC,  once 
responsible  only  for  the  resolution  of  failures,  would  be  more  likely  to  be  vigilant 
against  future  threats  to  its  insurance  reserves,  more  likely  to  express  its  concerns 
early  when  problems  developed,  and  less  inclined  to  accept  silently  regulatory  policy 
that  it  thought  could  increase  its  loss  exposure. 

In  a  crisis  like  the  one  that  befell  the  thrift  industry  in  the  early  1980's — where 
thrift  insolvencies  completely  overwhelmed  the  FSLIC's  financial  capabilities — a 
completely  separate  FDIC  would  also  be  more  Ukely  to  inform  Congress  publicly  of 
its  difficulties.  The  reason  would  be  to  gain  access  to  general  revenues  as  quickly 
as  possible  and  to  shorten  the  period  of  time  that  insolvent  institutions  were  open 
and  operating  with  the  perverse  incentives  to  take  greater  risks  than  exist  when 
insolvent  institutions  are  open  with  deposit  insurance.  It  would  also  reduce  the  ef- 
fectiveness of  pressure  from  the  Congress  or  the  White  House  to  engage  in  forbear- 
ance because  it  would  be  more  difficult  to  get  the  FDIC  to  go  along  with  forbearance 
that  it  did  not  have  responsibility  for  designing  or  implementing. 

There  have  been  recommendations  that  the  FDIC  chair  should  be  a  member  of 
the  new  commission's  board  in  order  to  protect  the  deposit  insurance  fund.  The 
greatest  protection  of  the  deposit  insurance  fiind,  however,  comes  from  creating  the 
appropriate  incentives,  and  for  the  reasons  stated  above,  maintaining  institutional 
separation  as  completely  as  possible  helps  do  that.  Like  the  Federal  Reserve,  the 
FDIC  should  be  guaranteed  access  to  all  records  of  the  FBC  including  all  data  and 
examination  reports.  This  would  give  the  FDIC  access  to  all  the  information  to 
which  it  would  have  access  if  the  FDIC  chair  actually  sat  on  the  FBC  board.  The 
FDIC  would  also  be  able  to  address  its  concerns  to  the  FBC.  The  FBC  would  have 
an  incentive  to  take  those  concerns  seriously  not  only  because  the  FDIC  insures 
bank  deposits,  but  also  because  the  FDIC,  if  ignored  and  independent,  would  be 
quicker  to  complain  publicly  to  Congress  about  problems  than  if  it  were  part  of  the 
regulatory  apparatus. 
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The  Role  of  the  Secretary  of  the  Treasury 

Arguing  along  the  same  general  lines,  I  would  encourage  the  Committee  to  con- 
sider removing  the  Secretary  of  the  Treasury  or  the  Secretary's  designee  from  mem- 
bership on  the  FBC.  In  general,  the  regulatory  system  will  be  most  effective  to  the 
extent  that  the  major  mnctions — regulation,  deposit  insurance,  lender  of  last  re- 
sort— are  clearly  separate.  The  basic  reason  is  that  such  separation  creates  the  most 
appropriate  incentives  for  all  of  the  participants.  This  also  applies  to  the  inclusion 
of  the  Treasury  on  the  FBC  board. 

The  Treasury  Department,  whose  responsibilities  directly  affecting  banking  regu- 
lation have  increased  since  1989  to  include  not  only  the  OCC,  but  also  the  OTS  and 
slightly  more  indirectly  the  Resolution  Trust  Corporation  (RTC).  This  again  can  cre- 
ate important  conflicts  of  interest  that  should  be  limited  to  the  extent  possible. 

The  thrift  debacle  provides  another  example  of  the  nature  of  the  conflict  of  inter- 
est. Even  though  the  Bank  Board  was  formally  independent  of  the  Treasury  Depart- 
ment, the  Bank  Board  and  the  Treasury  Department  basically  worked  in  unison  be- 
ginning Id  late  1985  in  terms  of  coordinating  what  was  officially  stud  and  done 
about  the  cost  of  resolving  failed  savings  and  loans.  Throughout  the  period,  official 
estimates  were  lower  than  other  credible  unofficial  estimates,  and  proved  to  be  ex- 
traordinarily lower  than  actual  costs.  Internal  Bank  Board  estimates  were  also  uni- 
fomily  higher  than  the  official  public  estimates  made  by  the  Bank  Board  and  the 
Treasury.  Nonetheless,  official  estimates  drove  policy  making  decisions  regarding 
thrift  resolutions. 

It  is  reasonable  to  infer,  that  part  of  the  reason  that  the  official  estimates  were 
so  low  was  a  conflict  of  interest.  The  Treasury  was  concerned  about  the  effect  of 
savings  and  loan  resolution  costs  on  the  U.S.  budget  and  budget  deficit  calculations, 
an  issue  which  at  the  time  it  considered  economically  more  important  than  the  reso- 
lution of  insolvent  savings  and  loans  per  se.  There  were  also  potentially  unpleasant 
political  ramifications.  As  a  result,  the  Treasury  Department,  despite  having  been 
Driefed  at  the  Bank  Board  as  early  as  1985  and  1986  that  the  estimated  cost  to  re- 
solve failed  savings  and  loans  was  between  $45  and  $50  billion,  requested  only  $15 
billion  in  indirect  borrowing  authority  in  1987.  The  delay  in  providing  adequate 
funding  to  resolve  insolvent  savings  and  loans  probably  increased  the  ultimate 
present-value  cost  of  resolution  significantly. 

In  terms  of  reducing  potential  conflicts  of  interest,  the  proposed  regulatory  con- 
solidation moves  in  the  right  direction  by  moving  the  responsibilities  of  the  OCC 
and  OTS  from  the  Treasury  to  the  FBC.  By  including  the  Secretary  of  the  Treasury 
or  the  Secretary's  designee  as  one  of  the  five  members  of  the  FBC,  however,  the  in- 
fluence of  the  Treasury  Secretary  is  extended  to  the  extent  that  the  bank  regulatory 
functions  of  the  FDIC  and  the  Federal  Reserve  are  included  in  the  FBC.  In  so  far 
as  the  Treasury  requires  information  from  the  FBC  in  order  to  execute  its  other  re- 
sponsibilities, it  can  be  guaranteed  access  to  information  in  the  same  way  that  infor- 
mation is  made  available  to  the  Federal  Reserve  and  the  FDIC.  The  Treasury  does 
not  need  to  be  represented  directly  on  the  FBC. 

Effect  on  the  Dual  Banking  Sjrstem 

Although  the  States  would  remain  the  primary  regulators  of  the  banks  they  char- 
ter and  the  FBC  would  use  State  examinations  as  appropriate,  criticism  of  the  bank 
regulatory  consolidation  proposals  has  raised  concerns  that  the  creation  of  the  FBC 
would  weaken  the  dual  banking  system.  The  criticism  appears  to  be  based  on  the 
fear  that  the  FBC  would  become  a  more  powerful  countervailing  force  than  the  four 
current  Federal  regulatory  agencies,  and  erode  the  power  of  State  banking  agencies. 

This  fear  seems  baseless,  certainly,  in  a  narrow  sense.  The  creation  of  the  FBC 
as  proposed  would  not  directly  affect  the  States'  ability  to  charter,  regulate,  and  ex- 
amine State-chartered  banks.  There  may  be  indirect  effects,  however,  on  the  rate 
of  innovation  in  banking  and  competition  between  regulators,  and  they  should  be 
evaluated. 

State  legislation  and  regulation  over  time  has  granted  State -chartered  banks 
wider  powers  than  the  Congress  and  Federal  regulators  have  granted  nationally 
chartered  banks.  Many  States,  for  example,  allow  State-chartered  banks  to  engage 
in  securities  brokerage,  general  securities  underwriting,  real  estate  equity  participa- 
tion, real  estate  brokerage,  real  estate  development,  insurance  underwriting,  and  in- 
surance brokerage.  Many  of  these  States  also  allow  entry  into  the  home  State  by 
out-of-State  banks  with  either  nationwide  or  regional  reciprocity.  In  the  process. 
State  charters  have  under  some  circumstances  become  relatives  more  attractive 
than  national  charters,  and  this  has  put  competitive  pressure  on  Federal  regulators 
to  grant  powers  that  they  might  not  have  otherwise. 

An  issue  is  whether  the  creation  of  the  FBC  would  indirectly  erode  the 
attractiveness  of  State  charters  by  becoming  more  innovative.  There  is  reason  to 
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think  so.  As  mentioned  above,  the  Federal  Reserve  regulates  about  1,000  State-char- 
tered banks  that  are  members  of  the  Federal  Reserve  System  and  is  the  primary 
regulator  of  about  6,300  bank  holding  companies.  Among  Federal  regulators,  the 
Federal  Reserve  has  traditionally  been  the  most  reluctant  to  grant  new  powers  to 
banks  and  to  bank  holding  companies.  With  reduced  influence  from  the  Federal  Re- 
serve, increasing  competition  in  the  development  and  provision  of  financial  services, 
and  with  primary  Federal  responsibility  for  the  healtn  of  federaUy-insured  deposi- 
tories resioing  in  the  FBC,  it  is  possible  that  the  FBC  would  accept  more  iimovation 
in  the  future  than  the  current  regulatory  agencies  would  accept. 

Whether  this  would  reduce  the  attractiveness  of  State  charters  and  erode  the 
power  of  State  legislatures  and  regulators,  however,  is  uncertain.  It  could  stimulate 
additional  competition  among  regulators  to  provide  the  optimal  array  of  powers  for 
banks.  The  far  more  important  issue  ftom  the  perspective  of  Congress  is  whether 
federally-insured  depositories'  relative  competitiveness  and  health  would  improve, 
and  in  the  process  provide  greater  safety  and  soundness.  I  think  that  it  would.  Cer- 
tarnlv,  the  Congress  should  not  forego  an  opportunity  to  rationalize  Federal  banking 
regulation  in  order  to  avoid  what  would  in  essence  be  putting  competitive  pressure 
on  State  chartering  and  regulatory  bodies. 

If  instead  the  FBC  were  to  foUow  a  path  similar  to  that  would  have  been  followed 
by  the  Federal  Reserve  and  its  fellow  regulators,  then  the  State  legislatures  and 
regulators  would  be  in  relatively  the  same  position  that  they  are  in  today. 

The  Inclusion  of  Credit  Unions 

Many  observers  have  recommended  that  credit  unions  be  included  in  the  consoli- 
dation of  the  banking  agencies.  In  1991,  Professor  James  R.  Barth  and  I  evaluated 
the  condition  of  the  credit  union  industry  and  its  insurance  fund.  In  our  report,  "The 
Credit  Union  Industry:  Financial  Condition  and  Policy  Issues,"  we  noted  that  unlike 
the  savings  and  loans  and  the  commercial  banks,  the  credit  unions  had  reorganized 
their  deposit  insurance  funding  afler  a  period  of  substantial  credit  union  difficulties 
by  shouldering  greater  responsibility  themselves.  We  also  concluded  that  the  credit 
union  insurance  fund  was  adequate  to  cover  even  heavy  future  losses,  and  thus 
posed  little  threat  to  taxpayers. 

At  the  same  time,  we  pointed  out  that  there  were  a  number  of  policy  issues  con- 
cerning credit  unions  that  needed  to  be  addressed  by  Congress.  Credit  unions  have, 
for  example,  evolved  into  institutions  that  in  many  respects  compete  relatively  di- 
rectly with  some  savings  and  loans  and  banks.  This  evolution  has  led  to  rec- 
ommendations to  alter  the  special  status  of  credit  unions.  Other  changes  have  oc- 
curred. To  gain  access  to  the  services  of  a  credit  union,  an  individual  must  fall  with- 
in a  "common  bond,"  generally  involving  employment.  Over  time,  however,  the  com- 
mon bond  restrictions  have  been  relaxed,  leading  to  more  competition  with  other  de- 
positories. 

Notwithstanding  these  changes,  credit  unions  are  still  different  from  savings  and 
loans  and  banks.  Credit  unions  are  exclusively  mutual  institutions  in  which  mem- 
bers or  depositors  "own"  the  institution  in  proportion  to  their  shares  or  deposits.  All 
banks  are  stockholder  owned,  and  more  than  70  percent  of  savings  and  loan  assets 
are  in  stockholder  owned  institutions.  There  are  advantages  and  disadvantages  to 
the  mutual  form  of  ownership. 

The  common  bond  restrictions  and  mutual  form  have  been  justifications  for  the 
fact  that  credit  unions  pay  no  corporate  income  tax.  With  expanding  asset  powers, 
relaxation  of  common  bond  restrictions,  and  questions  about  the  wisdom  and  need 
for  mutual  form  of  ownership,  there  have  been  recommendations  that  the  corporate 
income  tax  exclusion  be  eliminated  for  credit  unions. 

Other  issues  have  arisen  as  well  having  to  do  with  the  structure  that  allows  regu- 
lar or  "natural  person"  credit  unions  to  place  some  of  their  assets  in  corporate  credit 
unions  which  in  turn  put  assets  in  the  U.S.  Central  Credit  Union.  U.S.  Central  has 
deposited  substantial  amounts  of  its  assets  in  short-term  instruments  of  foreign  and 
U.S.  money  center  banks  without  adequate  oversi^t  by  Congress. 

In  my  opinion,  these  issues  ought  to  be  evaluated  at  some  length  hy  Congress  be- 
fore the  Congress  decides  whether  or  how  to  place  credit  unions  within  tne  FBC. 

Conclusions 

This  testimony  strongly  endorses  the  Regulatory  Consolidation  Act  of  1993 
(S.  1633)  introduced  by  Uhairman  Riegle  and  Senator  D'Amato,  as  well  as  compan- 
ion legislation  introduced  by  Chairman  Gonzalez  of  the  House  Banking  Comnuttee 
and  the  Administration's  proposal  to  consolidate  the  bank  regulatory  agencies. 

As  the  testimony  also  discusses,  I  recommend  that  the  Committee  consider  two 
notable  changes,  eliminating  membership  on  the  FBC  for  both  the  Secretary  of  the 
Treasury  or  the  Secretary's  designee  and  the  member  of  the  Federal  Reserve  Board 
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designated  by  the  Board.  I  do  recommend,  however,  that  the  FBC  remain  a  five- 
meinber  conmiission  as  a  step  to  ensure  independence  relative  to  a  three-member 
commission. 

Thank  you  again  Mr.  Chairman  and  Members  of  the  Committee  for  the  oppor- 
tunity to  testify  Defore  you  today. 
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2448  Baker  Street  •  San  Francisco.  California  94123  •  Fax:  (415)346-2105  •  (415)346-7758 

March  22, 1994 

The  Honorable  Donald  W.  Riegle,  Jr. 

Chairman 

Committee  on  Banking,  Housing,  and  Urban  Affairs 

United  States  Senate 

Washington,  D.C.  20510-6075 

Dear  Senator  Riegle: 

During  my  testimony  before  the  Committee  on  March  4, 1994,  you  asked  me  to 
give  you  specific  examples  where  the  Federal  Reserve,  as  lender  of  last  resort,  had  made 
loans  to  illiquid  and  insolvent  banks.  The  issue  is  important  because  the  Federal  Reserve 
is  supposed  to  make  loans  only  to  illiquid  but  solvent  banks. 

You  wiU  recall  that  Continental  Illinois  National  Bank  and  Trust  Company  of 
Chicago  failed  in  1984.  At  that  time,  it  was  the  largest  bank  failure  in  U.S.  history. 

According  to  the  1984  Annual  Report  of  the  Federal  Deposit  Insurance 
Corporation  (FDIC)  on  p.  28,  "the  FDIC,  the  Federal  Reserve  Board,  the  Comptroller  of 
the  Currency  and  a  group  of  major  U.S.  banks  agreed  to  provide  a  'permanent 
assistance  program'  to  the  Continental  Illinois  National  Bank  and  Trust  Company  of 
Chicago  (CINB)  and  its  parent.  Continental  IlUnois  Corporation."  As  part  of  the 
assistance  program,  the  FDIC  purchased  troubled  assets  from  Continental.  The  FDlC's 
1984  Annual  Report  also  states  on  p.  28  that  "The  purchase  of  these  assets  was,  in  part 
funded  by  assumption  of  $3.5  billion  of  indebtedness  to  the  Federal  Reserve  Bairk  of 
Chicago  (FRB)  on  behalf  of  CINB." 

Thus,  the  Federal  Reserve  lent  to  Continental  Illinois  Bank  and  Trust  when  it  was 
insolvent  without  government  assistance. 

The  Federal  Reserve  also  lent  to  the  Bank  of  New  England  in  the  early  1990s.  The 
Bank  of  New  England  was  closed  by  the  FDIC  in  1991.  Subsequent  accounts  revealed 
that  the  FDIC  had  not  closed  the  bank  earlier  because  of  concerns  over  the  effect  of 
closure  on  the  bank's  off-balance-sheet  assets  and  the  effect  on  other  banks'  off-balance- 
sheet  assets.  This  is  another  example  in  which  the  Federal  Reserve  lent  to  one  of  the 
nation's  largest  banks  when  it  was  insolvent. 

As  discussed  at  the  hearing  earlier  this  month,  the  Federal  Reserve  also  lent  to 
insolvent  savings  and  loans  in  the  late  1980s  through  the  shared  lending  program  with 
the  Federal  Home  Loan  Bank  of  Dallas. 

In  my  view,  these  achvities  of  the  Federal  Reserve  are  inappropriate  and  are 
worthy  of  a  thorough  review  by  the  Congress. 

Thank  you,  again,  for  the  opportunity  to  testyify  before  the  Committee.  If  you 
would  please  attach  this  letter  to  my  testimony  I  would  appreciate  it. 

y/ui/s  trvrl^ 

R.  Dan  Brumbaugh,  Jr. 
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PREPARED  STATEMENT  OF  JAMES  R.  BARTH 

LowDER  Eminent  Scholar  in  Finance,  Auburn  University 

Mr.  Chairman,  and  Members  of  the  Committee,  I  appreciate  the  ojpportunity  to 
appear  before  you  today  to  provide  my  views  on  the  consolidation  oi  the  Federal 
bank  regulatory  agencies.  This  is  an  important  hearing  because  the  current  bank 
regulatory  system  clearly  needs  to  be  restructured.  At  present,  single  banking  orga- 
nizations are  subjected  to  overlapping  and  to  conflicting  Federal  regulations.  The  re- 
sponsibilities of  regulating  and  insuring  banks,  moreover,  are  commingled  in  the 
same  Federal  agency.  It  is  time  to  correct  these  and  other  problems  that  impede 
innovation  and  efficiency  in  the  U.S.  banking  industry. 

A  Regulatory  Consolidation  Proposal 

Under  the  current  regulatory  system,  four  different  Federal  agencies  regulate  de- 
pository institutions  that  are  insured  by  the  Federal  Deposit  Insurance  Corporation 
(FDIC).  The  Office  of  the  Comptroller  of  the  Currency  (OCC)  charters  and  regulates 
national  banks.  The  Federal  Reserve  Board  (FRB),  in  addition  to  serving  as  lender 
of  last  resort  and  conducting  monetary  poHcv,  regulates  bank  holding  companies 
and  State-chartered,  member  banks.  The  FRB  also  has  overlapping  responsibilities 
for  regulatingthe  U.S.  operations  of  foreign  banks  and  the  foreign  operations  of  U.S. 
banks.  The  FDIC,  in  adcution  to  insuring  deposits  at  both  banks  and  savings  institu- 
tions, regulates  State-chartered,  nonmember  banks.  The  Office  of  Thrift  Supervision 
(OTS)  charters  and  regulates  Federal  savings  institutions.  The  OTS  also  regulates 
savings  and  loan  holding  companies  and  State-chartered  savings  institutions. 

If  this  particular  Federal  regulatory  structure  seems  strange  and  bizarre,  that  is 
because  it  is.  The  current  structure  reflects  the  fact  that  each  of  the  four  Federal 
bank  regulatory  agencies  was  established  at  different  points  in  time  over  the  past 
130  years  in  response  to  specific  problems.  Since  their  establishment,  however,  the 
financial  marketplace  has  changed  dramatically,  including  the  fact  that  the  distinc- 
tions among  the  different  banks  and  savings  institutions  have  become  significantly 
blurred.  As  a  result,  nobody  would  design  such  a  structure  today.  Indeed,  the  bill 
introduced  by  Senators  D'Amato  and  Riegle,  S.  1633,  provides  for  a  far  more  sensible 
Federal  bank  regulatory  structure.  This  bill  establishes  a  new  independent  agency — 
the  Federal  Banking  Commission  (FBC).  All  functions  of  the  OCC  and  the  OTS 
would  be  transferred  to  the  FBC.  In  addition,  the  bank  regulatory  functions  of  the 
FRB  and  the  FDIC  would  be  transferred  to  the  FBC.  Yet,  the  FRB  would  retain 
its  central  responsibilities  to  serve  as  lender  of  last  resort  and  to  conduct  monetary 
policy.  The  FDIC  would  also  retain  its  central  responsibilities  to  provide  for  the  in- 
surance of  deposits  and  to  resolve  troubled  institutions  in  a  cost-effective  manner. 

This  proposal  for  regulatory  consolidation,  which  appears  to  be  quite  similar  to 
H.R.  1241  (introduced  by  Representative  Gonzalez)  and  to  the  Chnton  Administra- 
tion's proposal  (as  described  by  Under  Secretary  of  the  Treasury  Frank  N.  Newman 
in  Noveniber  1993),  provides  for  three  separate  and  independent  Federal  banking 
agencies:  a  regulator  (FBC),  an  insurer  (FDIC),  and  a  central  bank  (FRB).  Such  a 

f)roposal  permits  the  FBC  to  focus  on  safety  and  soundness  issues,  the  FDIC  to 
ocus  on  containing  potential  losses  at  troubled  institutions,  and  the  FRB  to  focus 
on  overall  financial  stability.  It  also  provides  that  aU  examinations  and  other  relat- 
ed information  collected  by  the  FBC  would  be  made  available  to  the  FRB  (and  pre- 
sumably the  FDIC).  This  last  provision  is  included  to  ensure  that  under  the  pro- 
posed consolidation  there  will  be  as  much  information  as  currently  available  to  both 
the  FRB  and  the  FDIC  to  enable  them  to  fulfill  their  central  responsibilities.  While 
this  particular  regulatory  structure  exploits  the  benefits  of  a  "division  of  labor,"  it 
nonetheless  preserves  checks  and  balances  through  the  sharing  of  information  and 
thus  cooperation  that  must  occur  for  each  agency  to  fulfill  its  responsibilities. 

Benefits  of  Regulatory  Consolidation 

The  current  emphasis  on  the  need  to  consolidate  the  bank  regulatoiy  agencies  is 
not  unprecedented.  Indeed,  a  number  of  groups  that  have  studied  the  bank  regu- 
latory system  on  various  occasions  over  the  past  several  decades  have  proposed  con- 
solidation (e.g.,  the  Hoover  Commission,  the  Commission  on  Money  and  Credit,  the 
Hunt  Commission,  the  Study  of  Financial  Institutions  in  the  Nation's  Economy,  and 
President  and  Vice  President  Bush's  Financial  Regulation  Studies).  This  means 
there  is  no  need  for  additional  studies — the  time  for  the  consolidation  of  the  four 
Federal  bank  regulatory  agencies  has  arrived.  The  benefits  of  consolidation,  such  as 
under  S.  1633,  are  as  follows: 
Enhanced  Regulation  of  Banks  and  Savings  Institutions 

Under  the  current  regulatory  structure,  as  many  as  four  Federal  bank  regulatory 
agencies  may  regulate  a  single  banking  organization.  This  happens,  for  example. 
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when  a  bank  holding  company  regulated  by  the  (FRB)  controls:  A  national  bank  reg- 
ulated by  the  (OCC),  a  State -chartered,  nonmember  bank  regulated  by  the  (FDIC), 
and  a  savings  and  loan  institution  regulated  by  the  (OTS).  Multiple  regulators  as- 
signed responsibility  for  different  parts  of  the  same  banking  organization  lead  to  po- 
tential proolems  in  obtaining  an  accurate  and  a  timely  assessment  of  the  safety  and 
soundness  of  the  combined  entity.  With  a  single  Federal  bank  regulatory  agency, 
like  the  FBC,  such  a  problem  does  not  occur.  More  generally,  more  uniform  iniorma- 
tion  can  be  obtained  in  a  more  timely  manner  witn  a  single  Federal  regulator  for 
each  and  every  banking  organization  to  enhance  the  regulation  of  banks  and  savings 
institutions. 

Greater  Consistency  in  Regulation 

The  potential  problem  of  "competition  in  laxity"  exists  with  more  than  one  Federal 
bank  regulatory  agency.  The  more  lenient  regulator  may  be  able  to  induce  regulated 
institutions  to  come  under  its  jurisdiction  so  as  to  preserve  or  enlarge  its  client  base. 
This  problem  disappears  with  a  single  Federal  bank  regulatory  agency,  like  the 
FBC.  More  generally,  laws  and  regulations  can  be  applied  in  a  more  consistent  and 
timely  manner  with  a  single  Federal  bank  regulator  oi  each  and  every  banking  orga- 
nization. 

More  Accountability  for  Regulators 

With  a  single  bank  regulatory  agency,  like  the  FBC,  when  problems  arise  account- 
ability is  readUy  apparent.  The  opportunity  for  different  Federal  bank  regulatory 
agencies  to  blame  one  another  for  problems  is  eliminated.  Furthermore,  any  uncer- 
tainty about  which  Federal  agency  regulates  which  institutions  also  is  eliminated. 
The  public,  in  short,  would  finally  know  with  greater  certainty  whether  it  is  the  reg- 
ulator, the  insurer,  or  the  central  bank  to  turn  to  for  information  regarding  specific 
problems. 

Potential  Conflicting  Dual  Responsibilities  of  Regulators  Eliminated 

The  current  Federal  bank  regulatory  structure  has  both  the  FDIC  and  the  FRB 
involved  in  the  regulation  of  banks.  This  situation  creates  potential  conflicts  when 
the  same  Federal  regulator  that  is  responsible  for  making  decisions  about  the  safety 
and  soundness  of  banks  and  savings  institutions  is  also  responsible  for  the  condition 
of  the  insurance  fund,  discount  window  borrowing,  or  overall  financial  stability. 
Consider  the  case  of  the  savinra  and  loan  industry  during  the  1980's.  At  the  time, 
the  Federal  Home  Loan  Bank  Board  (FHLBB)  was  responsible  for  both  regulating 
and  insuring  (throu^  the  Federal  Savings  and  Loan  Insurance  Corporation)  sav- 
ings and  loan  institutions.  As  everybody  now  knows,  this  dual  responsibiUty  pro- 
duced disastrous  results.  A  lesson  to  be  learned  is  that  separating  responsibilities 
among  the  Federal  bank  regulatory  agencies  may  better  protect  the  public  through 
greater  checks  and  balances. 

Lower  Costs  of  Regulation 

The  consolidation  of  the  bank  regulatory  functions  of  the  four  current  Federal 
agencies  into  one  entity  should  lessen  total  regulatory  costs.  A  single  and  more  ho- 
mogeneous set  of  examiners,  supervisors,  and  reports  should  yield  cost  savings  that 
flow  directly  to  the  regulated  institutions  and,  in  turn,  to  their  customers.  In  the 
current  environment  in  which  commercial  banks  and  savings  institutions  are  cut- 
ting costs  whenever  possible,  it  is  only  appropriate  to  facilitate  these  efforts  through 
the  consolidation  of  the  four  bank  regulatory  agencies. 

Assessing  Concerns  Over  Regulatory  Consolidation 

There  are  several  concerns  that  have  been  expressed  over  the  establishment  of  a 
single  Federal  bank  regulatory  agency,  like  the  FBC.  Three  of  the  more  important 
concerns  relate  to  the  potential  for  another  savings  and  loan-like  debacle,  the  poten- 
tial for  increased  systemic  risk,  and  the  potential  for  the  elimination  of  dual  bank- 
ing. Each  of  these  concerns  will  be  assessed  in  turn. 

Is  One  Setting  the  Stage  for  Another  Savings  and  Loan-Like  Debacle? 

Some  have  expressed  the  concern  that  with  a  single  Federal  bank  regulatory 
agency,  one  is  simply  setting  the  stage  for  another  savings  and  loan-like  debacle. 
The  specific  concern  is  that  instead  of  involving  just  a  single  type  of  depository  insti- 
tution when  there  is  a  regulatory  blunder  because  of  the  existence  of  multiple-regu- 
latory agencies,  one  now  would  potentially  be  confronted  with  the  collapse  of  all 
commercial  and  savings  bank  institutions  with  only  one  regulatory  agency.  But  as 
already  indicated,  the  commingling  of  the  regulation  and  insurance  functions  within 
the  FHLBB  was  an  important  factor  in  the  savings  and  loan  disaster.  The  proposed 
consolidation  under  S.  1633  avoids  this  potential  problem  by  putting  these  two  func- 
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tions  in  separate  and  independent  agencies.  This  allows  the  regulatory  agency  to  en- 
courage innovation  on  the  part  of  well-capitalized  institutions  within  the  guidelines 
of  safety  and  soundness  regulations,  while  the  insurance  agency  serves  as  the  check 
on  excessively  risky  activities  by  taking  appropriate  action  against  inadequately 
capitalized  institutions  so  as  to  contain  its  own  risk  exposure. 

More  generaJly,  one  must  realize  that  regardless  of  the  Federal  bank  regulatory 
structure,  appropriate  disciplinary  action  depends  upon  the  ability  and  wilungness 
to  identify,  measure,  and  control  risk-taking  behavior  by  depository  institutions.  In 
this  regard,  it  is  important  that  a  single  Federal  bank  regulatory  agency,  like  the 
FBC,  be  politically  independent,  which  means  the  commissioners  themselves  to  the 
extent  possible  should  be  insulated  from  political  influence.  It  therefore  may  be  ap- 
propriate to  exclude  the  Secretary  of  the  Treasury  (or  the  Secretary's  designee)  as 
a  commissioner  of  the  FBC.  In  any  event,  any  concern  that  the  proposed  consolida- 
tion under  S.  1633  is  simply  setting  the  stage  for  another  savings  and  loan-like  de- 
bacle is  unwarranted. 

Will  Systemic  Risk  Be  Greater? 

Some  have  expressed  the  concern  that  without  '^ands-on"  supervisory  and  exam- 
ination responsibilities  the  FRB's  ability  to  prevent  an  event  that  adversely  affects 
one  part  oi  the  banking  system  from  cascading  throughout  the  entire  financial  sys- 
tem will  be  impeded.  &veral  remarks  about  this  concern  are  in  order.  First,  under 
S.  1633,  the  FRB  completely  retains  its  ability  to  provide  liquidity  through  the  dis- 
count window  and  through  open-market  operations  under  any  and  all  adverse  cir- 
cumstances. These  are  the  functions  necessary  for  the  FRB  to  contain  systemic  risk 
and,  more  generally,  to  provide  for  overall  financial  stability.  Second,  supervision 
and  examination  responsibilities  are  not  necessary  for  conducting  monetary  policy, 
since  the  central  banks  in  many  countries  (e.g.,  Belgium,  Canada,  Germany,  Japan, 
and  Switzerland)  are  not  assigned  such  responsibilities.  Third,  the  availability  of  su- 
pervision and  examination  information  to  the  FRB  should  not  diminish,  since  the 
proposed  consolidation  under  S.  1633  requires  that  aU  such  information  collected  by 
the  FBC  be  made  available  to  the  FRB.  (To  the  extent  that  the  FRB  indicates  that 
either  inappropriate  information  or  untimely  information  is  being  provided,  the  pro- 
posed consolidation  under  S.  1633  establishes  an  impwrtant  check  and  therefore  a 
greater  degree  of  accountability  on  the  bank  regulatory  agency.)  Indeed,  since  the 
FRB  currently  only  supervises  and  examines  a  relatively  small  percentage  of  all  de- 
pository institutions  (and  not  even  all  of  the  biggest  institutions),  the  availability 
of  information  to  it  may  actually  improve.  Fourth,  as  Table  1  shows,  the  depository 
institution's  share  of  the  financial  assets  held  by  all  financial  service  firms  in  the 
U.S.  has  declined  from  65  percent  in  1950  to  34  percent  in  1993.  Yet,  nobodv  ap- 
pears to  be  arguing  that  the  FRB  needs  to  supervise  and  to  examine  all  the 
nondepository  institutions  that  today  account  for  two-thirds  of  the  total  assets  of  all 
financial  service  firms.  The  FRB  does  need  information  to  fulfill  its  central  respon- 
sibilities, which  means  information  collected  from  a  wide  range  of  sources,  both  do- 
mestic and  foreign.  But  "hands-on"  participation  in  the  collection  of  aU  the  impor- 
tant and  relevant  information  seems  both  infeasible  and  unnecessary  to  serve  as 
lender  of  last  resort  and  to  conduct  monetary  policy. 

What  About  the  Dual  Banking  System? 

Some  have  expressed  the  concern  that  a  single  Federal  bank  regulator  will  lead 
to  the  demise  ot  the  dual  banking  system.  More  specifically,  the  concern  is  that  a 
single  bank  regulatory  agency,  lixe  the  FBC,  would  regulate  State  banks  in  the 
same  manner  as  national  baiJcs,  thereby  eliminating  the  value  of  a  separate  State 
charter.  This,  in  turn,  would  deprive  the  public  of  any  benefits  provided  by  a  dual 
banking  system.  This  is  a  serious  concern  because  it  is  indeed  the  case  that  the  pub- 
lic has  benefited  from  innovations  (e.g.,  checking  accounts,  electronic  fund  transfers, 
NOW  accounts,  automatic  teller  machines,  and  adjustable-rate  mortgages)  provided 
through  State -chartered  institutions  that  eventually  have  spread  throughout  the 
commercial  and  savings  banks  industries.  It  is  therefore  imperative  that  any  re- 
structuring of  the  Federal  bank  regulatory  system  not  impede  the  ability  of  deposi- 
tory institutions  to  innovate  so  as  to  better  serve  their  customers  in  a  continuously 
evolving  financial  marketplace.  To  do  otherwise  is  to  threaten  the  vepr  survival  of 
depository  institutions.  In  this  regard,  however,  the  proposed  consolidation  under 
S.  1633  does  not  provide  for  any  additional  authority  to  the  FBC  over  State-char- 
tered institutions.  Institutions  will  still  be  free  to  seek  a  State  rather  than  a  na- 
tional bank  charter,  with  the  State  in  such  instances  becoming  the  primary  regu- 
lator. The  important  point,  however,  is  that  even  without  any  consolidation  the 
FDIC  already  has  authority  to  prohibit  any  activities  by  State  banks  beyond  those 
authorized  national  banks  if  it  is  decided  the  expanded  activities  expose  the  insur- 
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ance  fund  to  unacceptable  risks.  But  no  such  authority  to  curt;ail  the  activities  of 
State -chartered  institutions  to  those  permitted  federally-chartered  institutions  is 
granted  the  FBC  under  the  proposed  consolidation. 

The  Real  Issue  May  Not  Be  Consolidation,  But  Activity  Restrictions 

The  data  in  Table  1  may  help  explain  the  real  issue  in  the  controversy  over  the 
consolidation  of  the  Federal  bank  regulatory  agencies.  As  may  be  seen,  depository 
institutions  have  been  losing  market  share  to  their  less  regulated  nondepository 
competitors,  especially  during  the  past  decade.  (In  this  regard,  deposits  insured  by 
the  FDIC  today  fund  55  percent  of  the  total  assets  of  all  the  FDIC-insured  deposi- 
tory institutions  and  17  percent  of  the  total  assets  of  all  the  financial  service  firms 
listed  in  Table  1.)  As  both  domestic  and  global  competition  in  the  financial  market- 
place continues  to  intensify,  depository  institutions  are  fighting  to  remain  competi- 
tive by  both  cutting  costs  and  increasing  noninterest  revenues.  Banking  organiza- 
tions are  accomplishing  the  latter  objective  by  engaging  more  heavily  in  off-balance 
sheet  activities,  includingloan  commitments,  letters  of  credit,  and  forei^  exchange 
and  interest  rate  swaps.  They  also  are  becoming  more  heavily  involved  in  securities 
and  insurance  activities.  Existing  laws  and  regulations,  however,  impede  many  of 
these  activities.  But  these  laws  and  regulations  do  not  apply  uniformly  to  all  bank- 
ing organizations.  Instead,  the  greatest  freedom  to  engage  in  such  activities  cur- 
rently is  afforded  State-chartered  banks,  bank  holding  companies,  and  OTS  regu- 
lated institutions.  To  the  extent  that  the  FRB  is  perceived  among  banking  organiza- 
tions as  being  the  agency  most  likely  to  prevent  any  diminution  in  current  permis- 
sible activities  and  indeed  the  one  most  likely  to  authorize  for  even  greater  regu- 
latory freedom,  it  becomes  understandable  that  both  bank  holding  companies  and 
State-chartered  banks,  especially  those  already  engaged  in  broader  activities  than 
those  permitted  national  banks,  would  favor  letting  the  FRB  retain  or  even  enlarge 
its  bank  regulatory  responsibility. 

Viewed  from  this  perspective,  in  order  for  the  proposal  for  a  single  Federal  bank 
regulatory  agency  to  receive  broader  support,  banking  organizations  must  be  as- 
sured that  the  proposed  consolidation  under  S.  1633  wUl  not  impede  their  ability  to 
compete  in  a  continuously  changing  financial  marketplace  by  restricting  them  to  an 
unacceptably  narrow  menu  of  products  and  services  that  may  be  prudently  offered 
to  their  customers.  Banking  organizations,  in  other  words,  may  be  fighting  for  both 
a  less  costly  and  a  less  intrusive  regulatory  structure.  Since  the  FRB  has  a  dem- 
onstrated record  of  having  authorizea  bror%ier  investment  powers  to  banking  organi- 
zations in  recent  years,  it  is  understandable  that  many  banking  organizations  are 
expressing  opposition  to  a  single  Federal  bank  regulatory  agency  that  may  turn  out 
to  De  far  more  restrictive  with  respect  to  permissible  activities. 

Conclusion 

In  conclusion,  I  support  the  consolidation  of  the  four  Federal  bank  regulatory 
agencies.  And  I  believe  S.  1633  provides  a  sensible  way  to  restructure  the  present 
Federal  regulatory  system.  However,  I  also  believe  that:  (1)  the  new  Federal  bank 
regulatory  agency  should  be  politically  independent,  and  (2)  the  new  Federal  bank 
regulatory  agency  should  let  commercial  banks  and  savings  institutions  compete 
more  freely  in  the  financial  marketplace  by  not  curtailing  their  existing  activities 
and  by  not  prohibiting  innovative  products  and  services  from  being  offered  in  the 
future  by  well-capitalized  institutions. 


407 


Table  1 


Percentage  Distribution  of  U.  S.  Financial  Assets  Held 
by  All  Financial  Service  Firms:  1950-3rd.  Quarter  1993 


1950 

19«0 

1970 

1980 

1990 

3rd.  Qtr.  1993 

Dcpoallory  butllutioM  O) 

ComnvercUl  Baniu 

51J 

38.2 

38.6 

343 

27.7 

2S.1 

Ui.-Ourtered 

S0.5 

37.S 

36.6 

293 

210 

19.1 

Foreii^  Offices  in  US. 

0.4 

0.6 

0.7 

13 

3.0 

1 
33 

Bank  Holding  Campania 

0.0 

0.0 

1.1 

14 

15 

IS 

Banks  tn  U.S  Possesions 

03 

0.1 

03 

03 

0.2 

0.2 

Savings  Institutions 

13.4 

18.7 

18.7 

183 

11.4 

6.9 

Saving  and  Loans 

S.8 

IIJ 

1Z8 

14.4 

9.1 

NA 

Savini^  Banks 

7.4 

6.9 

5.9 

3.9 

12 

NA 

Oedit  Unions 

0.3 

1.1 

13 

1.6 

1.8 

18 

Contr*ctuaJ  IntcnnedJarica 

Life  Insurance  Companies 

213 

194 

ISO 

10.7 

11.4 

11.6 

Other  !n»urmnc« Companies 

4.0 

44 

3.7 

4J 

4.4 

4.1 

Private  Pension  Funds  Gi 

2.4 

6.4 

8.4 

11.7 

13.6 

15.7 

Stale  and  Local  Government 
Retirement  Funds 

1.7 

33 

4.5 

4.5 

6.1 

6.8 

Others 

Finance  Comparucs 

32 

4.6 

4.8 

4.7 

5.1 

4.2 

Mortgage  Companies 

NA 

NA 

NA 

0.4 

0.1 

0.2 

Mutual  Funds  O) 

1.1 

19 

3.S 

1.4 

5.0 

8.9 

Monev  Market  Mutual  Funds 

0.0 

0.0 

00 

1.8 

4.1 

3.8 

Qoscd-End  Funds 

NA 

NA 

NA 

0.2 

0.4 

0.6 

Secuntv  Brokers  and  Dealers 

1.4 

11 

IJ 

1.0 

12 

3.0 

REITs  (4) 

0.1 

0  1 

0.1 

0.1 

u.l 

0.1 

Issuers  of  Asset  Backed  Securities 

0.0 

0.0 

0.0 

0.0 

13 

18 

Bank  Personal  Trusts  (S) 

NA 

NA 

NA 

3.1 

4.2 

43 

Total  AaaeiadBllllona) 

19* 

597 

1340 

1        5.910 

12.017 

15.0S5 

1.  Commercial  Banks  consist  of  VS.  chartered  commerail  banks,  domestic  affiliates.  Edge  Afl  corporations,  agenaes  and 
offices  in  US.  include  Edge  Act  corporations  and  offices  of  foragn  banks  IBFs  are  excluded  from  domeaic  banking  at» 
include  all  savings  and  loan  associations  and  federal  savings  banks  insured  by  the  Savings  Assoaation  Insurance  Fund. 
Bank  Insurance  Fund. 

1  I*nvate  perision  funds  include  Fedsal  Employees'  Retirement  Thrift  Savinp  Fund. 

3.  Mutual  funds  are  open-end  investment  compaiues  (including  unit  investment  trusts)  thai  report  to  the  Investment  Con 

4.  REITs  are  real  estate  investment  trusts. 

5.  Bank  personal  trusts  are  assets  of  individuals  managed  by  bank  trust  departments  and  nondeposil  noninsured  trust  co 
Note  The  Flow  of  Funds  Accounts  were  restructured  m  the  second  quarter  of  1993 


Source:  Flow  ol  Funda  Accounts.  Board  of  Governors  of  the  Federal  Reserve  Syalem. 


BANKING  INDUSTRY  REGULATORY 
CONSOLIDATION 


WEDNESDAY,  MARCH  9,  1994 

U.S.  Senate, 
Committee  on  Banking,  Housing,  and  Urban  Affairs, 

Washington,  DC. 
The  Committee  met  in  room  538,  of  the  Dirksen  Senate  Office 
Building  at  10:05  a.m.,  Senator  Donald  W.  Riegle,  Jr.  (Chairman 
of  the  Committee)  presiding. 

OPENING  STATEMENT  OF  CHAIRMAN  DONALD  W.  RIEGLE,  JR. 

The  Chairman.  The  Committee  will  come  to  order. 

Let  me  welcome  our  witnesses  this  morning.  We  are  here  today 
to  continue  the  series  of  hearings  that  we  have  been  conducting  on 
the  need  to  consolidate  our  bank  regulatory  agencies. 

I  particularly  want  to  thank  Senator  Bennett  for  his  help  and  as- 
sistance today. 

So  far  we  have  heard  from  a  variety  of  interested  parties,  includ- 
ing the  Secretary  of  the  Treasury,  the  Chairman  of  the  Federal  Re- 
serve Board,  the  Comptroller  of  the  Currency,  the  Acting  Chairman 
of  the  FDIC,  the  Acting  Chairman  of  the  Office  of  Thrift  Super- 
vision, and  from  the  Comptroller  General  of  the  United  States. 

In  addition,  the  Committee  has  heard  from  a  variety  of  banking 
and  thrift  associations,  the  President  of  Citizens  Against  Govern- 
ment Waste,  as  well  as  other  witnesses  from  the  public  and  private 
sectors.  Every  one  of  our  witnesses,  thus  far,  has  agreed  that  the 
time  has  come  for  us  to  streamline  our  bank  regulatory  system. 

This  morning  we  have  another  very  fine  panel  of  witnesses.  They 
include:  Bevis  Longstreth,  Former  Commissioner,  Securities  and 
Exchange  Commission,  and  presently  a  Professor  of  Financial  Insti- 
tutions at  Columbia  Law  School;  Donald  Howard,  a  former  execu- 
tive vice  president  and  chief  financial  officer  of  Citicorp  and  later 
of  Salomon  Brothers;  John  Petty,  former  chairman  of  the  Board  of 
Marine  Midland  Banks;  John  Sandner,  chairman  of  the  Chicago 
Mercantile  Exchange;  Lawrence  Connell,  co-chair  of  the  Shadow  Fi- 
nancial Regulatory  Committee;  and  Edward  Kane,  who  is  serving 
as  the  James  F.  Cleary  Professor  in  Finance  at  Boston  College. 

So  this  is  an  all-star  lineup  by  any  measure. 

One  of  the  issues  that  the  Committee  began  to  focus  upon  at  our 
last  hearing  was  the  claim  by  the  Federal  Reserve  Board  that  its 
banking  supervisory  and  regulatory  responsibilities  are  essential, 
as  they  see  it,  in  order  to  effectively  conduct  monetary  policy  and 
their  ability  to  deal  with  systemic  risk  in  the  financial  system. 
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Our  witnesses  last  week  did  not  find  this  argument  to  be  particu- 
larly persuasive  or  compelling  given,  among  other  things,  that  the 
Federal  Reserve  Board  currently  supervises  and  examines  only  a 
relatively  small  percentage  of  all  depository  institutions,  and  that 
the  banking  industry  itself,  as  important  as  it  is,  is  a  shrinking 
part  of  the  much  larger  financial  system  that  now  amounts  to  only 
about  one-third  of  the  total  assets  of  the  financial  services  industry. 

And,  of  course,  we  have  indications  in  other  countries  where  the 
Bundesbank  in  Germany,  obviously  a  major  monetary  policy  player 
and  systemic  risk  player,  is  not  involved  in  bank  supervision  such 
as  we  think  about  it  here. 

So,  this  morning  we  want  to  continue  to  analyze  the  need  for  the 
consolidation  of  our  bank  regulatory  system  with  a  particular  focus 
on  the  arguments  as  they  would  relate  to  the  Federal  Reserve 
Board. 

Let  me  just  call  on  Senator  Bennett  for  any  comments  he  has. 

OPENmG  COMMENTS  OF  SENATOR  ROBERT  F.  BENNETT 

Senator  Bennett.  Thank  you,  Mr.  Chairman. 

I  have  no  opening  statement.  I  simply  want  to  note  that  it  is  nice 
to  have  a  Banking  Committee  meeting  where  Whitewater  will  not 
be  the  primary  subject  of  opening  debate. 

[Laughter.] 

With  that,  I  look  forward  to  hearing  from  our  distinguished 
panel. 

The  Chairman.  Thank  you,  very  much.  We  will  go  right  down 
the  table. 

Mr.  Longstreth,  we  are  pleased  to  have  you.  You  bring  a  distin- 
guished background  to  this  debate.  We  will  make  your  complete 
statement  and  that  of  all  of  the  others  with  you  part  of  the  record 
today.  We  would  like  you  to  go  ahead  and  give  us  your  summary. 

STATEMENT  OF  BEVIS  LONGSTRETH,  FORMER  COMMIS- 
SIONER, SECURITIES  AND  EXCHANGE  COMMISSION;  PRO- 
FESSOR, COLUMBIA  UNIVERSITY  SCHOOL  OF  LAW,  NEW 
YORK  CITY,  NY 

Mr.  Longstreth.  Thank  you,  Mr.  Chairman. 

I  am  a  partner  at  the  law  firm  of  Debevoise  &  Plimpton.  This 
year  I  hold  an  appointment  to  the  faculty  of  Columbia  Law  School 
as  Visiting  Professor  of  Law  from  Practice  and  will  be  teaching  a 
new  course  in  the  regulation  of  financial  intermediaries.  I  have 
practiced  in  the  banking  and  securities  fields  for  more  than  30 
years  and  served  from  1981  to  1984  as  a  Commissioner  of  the  SEC. 

I  give  you  that  background  because  I  want  to  emphasize  that  I 
come  before  you  with  no  special  interests  linked  either  to  my  law 
firm  or  any  of  its  clients. 

For  the  simple  reason  that  they  make  sense,  I  support  the  Ad- 
ministration's proposal  for  consolidation  and  the  legislative  propos- 
als to  the  same  general  effect  that  have  been  introduced  by  Mem- 
bers of  this  distinguished  Committee. 

I  am  going  to  divide  my  testimony  into  three  parts.  First,  a  brief 
explanation  of  why  I  support  the  consolidation  proposal.  Second,  an 
explanation  of  why  I  think  it  would  be  unwise  to  consolidate  into 
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the  Fed.  And  third,  an  answer  to  the  principal  arguments  that  the 
Fed  has  advanced  against  this  proposal. 

First,  the  case  for  consolidation:  It  would,  as  you  all  know,  reor- 
ganize the  Federal  banking  agencies  around  the  three  core  func- 
tions of  deposit  insurance,  central  banking,  and  supervision  and 
regulation. 

There  is  much  common  ground  in  criticizing  the  present  system 
of  Federal  bank  supervision  for  its  unnecessary  cost,  incoherence, 
confusion,  and  lack  of  accountability. 

The  need  for  reform  generally  along  the  lines  of  the  proposed 
consolidation  has  been  widely  recognized  for  at  least  55  years,  be- 
ginning with  the  so-called  Brookings  Report  in  1939.  That  Report, 
as  a  matter  of  interesting  history,  advocated  just  two  agencies. 
One,  the  Fed  for  monetary  policy  and  credit;  the  other,  the  FDIC 
for  insurance  and  supervision  of  all  insured  banks  and  all  their 
holding  company  affiliates. 

The  annual  cost  savings  to  be  derived  from  consolidation  have 
been  estimated  by  the  Administration,  drawing  on,  among  other 
things,  a  1992  study  headed  by  Fed  Grovernor,  John  LaWare,  at 
$150  million  to  $200  million  saved  in  agency  regulatory  costs,  and 
a  multiple  of  that,  another  $3  billion  to  $4  billion  saved  in  industry 
compliance  costs. 

I  do  not  know  if  those  numbers  are  right,  but  the  cost  savings 
are  very  substantial  by  any  reckoning. 

I  think  the  Administration's  concern  over  costs  really  matters.  It 
matters  today  and  it  will  increasingly  matter  in  the  future.  The  fi- 
nancial markets  have  become  global,  and  to  say  so  is  a  common- 
place today. 

This  truism  means,  among  other  things,  that  competition  among 
many  countries  and  cities  throughout  the  world  to  capture  a  fair 
share  of  financial  business  is  not  only  possible  but  is  occurring  with 
ever-increasing  zeal. 

As  technology  inexorably  continues  to  reduce  the  costs  of  reloca- 
tion, the  regulatory  burdens  faced  by  banks  and  other  financial  in- 
stitutions in  electing  to  conduct  business  in  any  one  of  the  growing 
number  of  alternative  jurisdictions  becomes  increasingly  important. 

Yet,  the  United  States  is  virtually  alone  in  traditionally  debating 
regulatory,  tax,  and  other  conditions  affecting  the  banking  industry 
with  little  reference  to  the  potential  consequences  they  hold  for  the 
industry's  ability  to  compete  internationally. 

The  easy  assumption  of  our  Nation's  preeminence,  built  up  dur- 
ing the  post-World  War  II  period,  has  made  it  difficult  for  national 
policymakers  to  recognize  that  domestic  regulatory  structures  serv- 
ing parochial  interests  can  undermine  the  strength  of  our  banking 
industry  in  the  increasingly  competitive  global  market. 

In  other  words,  if  the  U.S.  regulatory  burden  becomes  too  great, 
in  comparison  with  that  of  other  world-class  financial  centers,  the 
much  talked  of  information  super-highway  will  carry  financial  busi- 
ness away  from  our  shores. 

One  need  only  recall  the  creation  of  the  Eurobond  market  in  the 
early  1960's,  attributable  to  the  Government's  attempt  to  deal  with 
a  balance  of  payments'  problem  through  an  interest-equalization 
tax,  to  appreciate  the  potential  for  large-scale  migration  of  financial 
business  offshore. 
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It  is  important  to  note  that,  once  established,  the  business  lost 
to  London  in  the  early  1960's  never  came  back. 

Beyond  cost  savings,  it  seems  obvious  that  a  single  Federal  agen- 
cy for  supervision  and  regulation  will  go  far  toward  removing  the 
incoherence,  confusion,  and  lack  of  accountability  with  which  our 
present  system  is  afflicted. 

These  points  have  been  forcefully  presented  to  the  Committee 
and  I  will  not  repeat  them. 

So,  the  obvious  next  question  is:  Why  not  consolidate  into  the 
Fed?  Consolidation  into  the  Fed,  or  for  that  matter  the  FDIC, 
would  be  feasible,  and  presumably  would  achieve  many  of  the 
goals,  including  cost  reduction,  that  we  are  talking  about.  Indeed, 
instead  of  ending  up  with  three  agencies,  there  would  be  just  two. 

And,  if  I  had  to  choose  between  such  a  consolidation  and  what 
we  now  have,  I  think  I  would  very  possibly  elect  consolidation. 
However,  I  think  there  are  strong  reasons,  rooted  in  conflict  of  pur- 
pose, that  make  the  proposed  consolidation  a  far  better  alternative. 

Conflicts  exist  now  both  at  the  Fed  and  at  the  FDIC  because 
each  combines  the  supervisory  and  regulatory  functions  with  a  very 
important  and  highly  visible  function  which  can  and  does,  from 
time  to  time,  conflict  with  its  role  as  supervisor  and  regulator. 

The  attractiveness  of  the  consolidation  proposal  is  that  it  would 
eliminate  these  conflicts.  The  problem  with  consolidation  in  the 
Fed  or  the  FDIC  is  that  it  would  exacerbate  them. 

Since  the  Fed  has  proposed  a  reshuffling  of  agency  responsibility 
that  would  substantially  increase  its  powers  of  supervision  and  reg- 
ulation, and  in  its  testimony,  that  I  had  not  seen  until  very  re- 
cently, suggested  that  it  would  be  the  best  choice  for  consolidation 
if  its  proposal  is  not  adopted,  and  since  I  am  aware  of  no  sugges- 
tion that  the  consolidation  take  place  in  the  FDIC,  I  will  only  ad- 
dress the  conflict  problem  at  the  Fed. 

Its  dominant  responsibilities  center  on  the  conduct  of  monetary 
policy  and,  as  lender  of  last  resort,  the  management  of  systemic 
risk  and  systemic  crises.  These  duties  command  the  interest  and 
attention  of  the  Governors  and  of  top  management  of  the  regional 
Federal  Reserve  Banks,  to  a  degree  far  exceeding  their  involvement 
in  the  Fed's  supervisory  and  regulatory  roles. 

For  this  reason,  in  the  event  of  a  conflict  between  the  goals  of 
monetary  policy — that  is,  stable  growth  of  the  economy  without  in- 
flation— or  avoidance  of  systemic  risk,  on  the  one  hand,  and  the 
goal  of  supervision  and  regulation  on  the  other,  the  Fed  would  be 
expected  to,  and  does,  use  its  powers  of  supervision  and  regulation 
to  serve  those  broader  goals,  sometimes  at  the  expense  of  the  safety 
and  soundness  of  depository  institutions. 

Chairman  Greenspan's  testimony  on  March  2,  1994,  which,  as  I 
said,  I  had  not  seen  when  I  prepared  this  testimony,  actually  ac- 
knowledges that  supervisory  and  regulatory  powers  give  the  Fed 
the  "clout,"  his  word,  necessary  to  address  systemic  risk  and  the 
power  to  see  to  it  that  broad  economic  factors  are  considered  in 
rulemaking. 

In  addition,  the  Fed  uses  its  supervisory  and  regulatory  powers 
to  preserve  its  independence  in  the  conduct  of  monetary  policy,  a 
feature  of  its  operations  long  cherished  not  only  by  the  institution 
itself  but  a  very  broad  consensus  of  the  American  public.  Thus,  its 
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regulatory  powers  have  been  used,  by  way  of  carrot  and  stick,  to 
assure  the  support  of  a  large  constituency  and  to  avoid  political 
controversy  that  might  imperil  its  independence. 

Whatever  one  may  think  of  the  possible  benefits  to  monetary  pol- 
icy and  the  avoidance  of  systemic  risk  from  allowing  the  Fed  to  use 
its  supervisory  and  regulatory  duties  in  fulfilling  those  larger  roles, 
it  does  not  always  produce  sound  supervision  and  regulation.  There 
have  been  numerous  examples  of  conflicts  over  the  years.  A  num- 
ber are  mentioned  in  my  written  testimony.  Here  are  just  two  illus- 
trations: 

In  1973,  Fed  officials  used  personal  contacts  to  persuade  banks 
to  hold  back  prime  rate  changes  dictated  by  market  forces  actually 
set  in  motion  by  the  Fed's  own  open-market  operations,  thus  put- 
ting at  risk  the  safety  and  soundness  of  those  banks  that  complied. 

In  the  late  1980's,  the  Fed  opposed  the  substantial  increase 
taken  by  a  number  of  multinational  banks  in  their  reserves  for 
loan  losses  due  to  the  poor  quality  of  loans  to  lesser  developed 
countries  out  of  a  fear  that  it  might  disrupt  relations  between 
Third  World  Nations  and  the  international  financial  community. 

Now,  let  me  take  a  look  at  the  Fed's  arguments. 

The  Fed's  principal  arguments  against  consolidation  turn  on  its 
claim  that  supervision  and  regulation  are  essential  to  the  effective 
conduct  of  monetary  policy  and  dealing  with  systemic  risk. 

Given  the  very  limited  scope  of  the  Fed's  direct  responsibility 
over  FDIC-insured  depository  institutions  (7  percent)  and  assets 
(about  18  percent),  it  is  hard  to  see  how  supervision  can  be  essen- 
tial. 

The  Fed  must,  and  does,  rely  on  the  examinations  and  reports 
of  other  agencies  with  respect  to  most  of  the  banking  industry.  The 
banking  industry,  itself,  is  a  shrinking  part  of  the  total  financial 
system,  representing  only  about  a  third  of  the  total  assets. 

The  Fed  meets  its  need  for  financial  information  necessary  to  the 
conduct  of  monetary  policy  from  myriad  sources,  most  of  which  re- 
late to  institutions  not  subject  to  its  supervisory  or  regulatory  pow- 
ers. 

It  is  equally  difficult  to  find  warrant  for  the  claim  that  its  powers 
to  supervise  and  regulate  are  necessary  to  the  Fed's  effective  man- 
agement of  systemic  crises. 

Because  of  the  eroding  importance  of  banks  within  the  financial 
system,  a  source  of  systemic  crisis,  more  likely  than  not,  will  be 
found  among  other  types  of  financial  institutions — Drexel  Bumham 
being  a  recent  case  in  point. 

The  passage  of  FDICIA  significantly  increases  this  probability. 
Indeed,  it  was  for  this  reason  that  Congress  included  in  FDICIA 
language  expressly  authorizing  the  Fed  to  use  its  powers  as  lender 
of  last  resort  to  come  to  the  aid  of  nonbanks  as  well  as  those  hav- 
ing regular  access  to  the  discount  window. 

The  other  arguments  by  the  Fed  center  on  the  notion  that  afford- 
ing the  depository  institutions  a  choice  among  two  or  more  regu- 
lators provides  the  necessary  set  of  checks  and  balances  to  regu- 
latory oversight,  thereby  enhancing  effectiveness. 

There  is  something  seriously  wrong  with  the  idea  that  a  competi- 
tion among  Federal  regulators,  fostered  by  affording  those  regu- 
lated a  continuing  choice  of  regulator,  is  either  necessary  or  desir- 
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able  to  achieve  the  proper  goals  of  regulation,  which  in  this  case 
are  safety  and  soundness  of  banks. 

There  are  plenty  of  checks  and  balances  in  our  system  of  Govem- 
ment.  Congress  writes  laws  it  deems  necessary  to  carry  out  public 
policy.  Congress  is  accountable  to  the  electorate,  as  is  the  President 
who  signs  the  laws  into  effect.  Regulators  implement  those  laws. 
They  are  appointed  by  the  President,  confirmed  by  the  Senate,  and 
they  have  limited  terms.  They  are  strictly  accountable  to  the  Con- 
gress, and  subject  to  review  in  the  courts,  for  the  proper  implemen- 
tation of  those  laws. 

At  a  time  when  many  citizens  are  questioning  the  eflTectiveness 
of  the  Government,  and  suggesting  that  costs  imposed  on  them  to 
pay  for  Government  far  exceed  benefits  achieved,  it  is  really  stun- 
ning to  read  (in  the  Wall  Street  Journal)  the  Chairman  of  the  Fed 
declare  that  duplicative  Federal  agencies  are  necessary  to  assure 
that  Government  does  its  job  well. 

On  its  face  this  is  a  silly  claim,  but  it  is  pernicious,  too,  in  fur- 
thering the  distrust  and  disrespect  of  Government  that  has  grown 
up  in  recent  years. 

Beyond  theory,  fortunately,  one  can  iM)int  to  many  examples  of 
eflFective  regulation  by  single  agencies.  The  SEC  is  one,  and  the 
FCC  is  another,  to  mention  only  two. 

The  Fed  says  dual  regulators  create,  and  I  quote,  "invaluable  re- 
straint on  any  one  regulator  conducting  inflexible,  excessively  rigid 
policy,"  close  quote.  But  bank  holding  companies  have  no  choice  of 
Federal  regulator.  Only  the  Fed. 

Presumably,  the  Fed  would  not  apply  its  argument  for  dual  regu- 
lators to  the  regulation  of  bank  holding  companies,  nor  would  it  so 
condemn  its  own  handling  of  what  are  "monolithic"  responsibilities 
in  regard  to  holding  companies. 

The  Fed  also  argues  that  consolidation  vrill  harm  the  dual  bank- 
ing system.  This  system  affords  the  bank  a  choice  of  either  a  Fed- 
eral or  a  State  charter  and,  thus,  a  choice  between  the  different 
bank  powers  that,  prior  to  FDICIA,  often  existed  between  State 
banking  systems  and  the  Federal  system. 

Now,  with  FDICIA,  State-chartered  banks  generally  cannot  exer- 
cise powers  as  principal  that  nationally-chartered  banks  cannot  ex- 
ercise, reducing  very  significantly  the  importance  of  choice  in  char- 
tering. 

To  my  understanding,  the  dual  banking  system  has  never  meant, 
as  the  Fed  suggests,  that  the  "availability  of  a  State  charter  carries 
with  it  the  choice  of  Federal  regulator." 

The  only  choice  now  is  between  the  Fed,  if  the  State  bank  is  a 
member  of  the  Federal  Reserve  System,  and  the  FDIC,  if  it  is  not. 
The  decision  to  be  a  member  or  not  turns  on  many  business  factors 
unrelated  to  the  attributes  of  these  two  Federal  regulators. 

The  Fed  also  claims  that  a  single  regulator  may  prove  more  risk 
adverse  than  would  multiple  regulators  competing  for  business, 
who  could  be  expected  more  effectively  to  foster  product  innovation. 

My  experience  at  the  SEC  convinced  me,  beyond  any  doubt,  what 
should  be  obvious  to  a  close  observer  of  the  financial  scene.  Innova- 
tion occurs  in  the  marketplace  among  competitors,  not  around  the 
regulators'  table. 
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The  SEC's  task — and  a  challenging  one  at  that — is  to  try  to  keep 
up  with  an  explosive  creativity  in  the  marketplace  it  regulates. 
This  is  all  one  can  expect  of  the  SEC.  It  is  not  charged  to  innovate, 
nor  does  it  do  so  in  fact. 

Regulatory  change  occurs  because  those  competing  in  the  mar- 
ketplace demand  it,  or  sometimes  deserve  it.  The  same  is  true  for 
bank  agencies. 

One  final  point  on  the  Fed  arguments.  The  Fed  is  seriously  con- 
flicted in  regard  to  the  consolidation  proposal  because  it  stands  to 
lose  the  very  considerable  power  of  supervision  and  regulation  of 
the  bank  holding  companies  in  whose  banks  more  than  90  percent 
of  all  bank  deposits  are  held,  and  to  lose  the  need  for  a  large  seg- 
ment of  its  staff. 

Carter  Grolembe  estimates  conservatively,  based  on  the  Fed's  own 
Annual  Report  for  1992-1993,  that  the  number  of  Fed  staff  as- 
signed to,  or  budgeted  for,  bank  supervision  and  regulation  is 
roughly  three  times  greater  than  those  assigned  to  monetary  pol- 
icy. 

Since  consolidation  poses  a  threat  to  the  Fed's  regulatory  power 
over  banks  and  to  the  size  of  its  staff,  it  is  not  surprising  that  the 
Fed  stands  against  the  proposal. 

These  conflicts  make  it  highly  unlikely  that  the  Fed  can  bring  to 
the  debate  an  entirely  dispassionate  and  objective  eye.  These  con- 
flicts should  also  make  the  Congress  cautious  in  giving  weight  to 
the  Fed's  arguments  without  the  most  rigorous  and  skeptical  prob- 
ing. 

Thank  you. 

The  Chairman.  Senator  Gramm  wants  to  make  a  brief  state- 
ment, and  then  we  will  go  to  Mr.  Howard. 

OPENING  COMMENTS  OF  SENATOR  PHIL  GRAMM 

Senator  Gramm.  Mr.  Chairman,  let  me  thank  you  for  holding 
this  hearing.  Unfortunately,  our  colleagues,  like  me,  probably  have 
three  or  four  hearings  today,  so  we  will  be  jumping  back  and  forth. 

I  want  to  thank  our  panelists  for  being  here.  I  believe  this  is  a 
very  important  issue.  I  think  it  is  an  issue  that,  as  I  look  at  it,  I 
look  at  the  cost  of  a  regulatory  agency  and  I  basically  see  those 
costs  under  two  columns: 

Number  one,  the  cost  of  the  regulations  they  impose,  the  impact 
they  have  on  efficiency  and  economic  growth  and  job  creation;  and 
then  I  look  at  the  dollar  costs  to  the  regulatory  agency. 

I  must  admit  that,  while  I  have  tried  in  my  congressional  career 
to  focus  on  dollars  and  cents  as  costs,  when  I  look  at  regulatory 
agencies  the  regulatory  costs  look,  to  me,  to  be  a  lot  bigjger. 

I  think  it  is  clear  that  the  President  is  moving  on  this  issue.  The 
Administration  is  going  to  try  to  reach  a  consensus.  I  believe  a  con- 
sensus is  possible.  I  think  that  we  can  move  toward  consolidation. 
We  can  eliminate  some  duplication  that  is  unnecessary,  but,  at  the 
same  time,  I  think  we  can  preserve  some  of  the  areas  where  some 
active  competition  can  occur. 

I  do  not  think  that  Government  and  competition  in  the  regu- 
latory process  are  mutually  exclusive.  I  think  real  concerns  have 
been  raised  about  the  President's  plan.  I  am  opposed  to  the  Presi- 
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dent's  plan,  as  it  is  now  written,  and  so,  apparently,  is  the  Presi- 
dent. So  I  believe  that  we  are  going  to  see  a  change. 

I  hope,  Mr.  Chairman,  that  we  can  see  something  worked  out 
that  we  can  move  forward  with,  and  that  we  can  have  strong  bipar- 
tisan support.  I  think  the  information  we  are  getting  today  from 
people  who,  after  all,  are  experts,  who  are  out  actually  working  and 
trying  to  create  economic  growth  under  the  regulatory  process,  is 
important  and  I  thank  you  for  holding  this  hearing. 

The  Chairman.  Thank  you  very  much.  Senator  Gramm. 

Mr.  Howard,  I  indicated  earlier  your  background.  We  are  de- 
lighted to  have  you.  We  would  like  to  hear  your  comments  now. 

STATEMENT  OF  DONALD  S.  HOWARD,  FORMER  EXECUTIVE 
VICE  PRESIDENT  AND  CFO,  CITICORP/CITIBANK,  SALOMON, 
INC.,  AND  SALOMON  BROTHERS;  INDEPENDENT  CONSULT- 
ANT, ATLANTIC  HIGHLANDS,  NJ 

Mr.  Howard.  Thank  you. 

I  am  here,  really,  only  as  a  private  citizen.  I  represent  no  one  but 
myself.  I  am  retired  as  chief  financial  officer  of  Citicorp  and 
Citibank. 

For  15  years  at  Citibank  my  primary  responsibilities  included 
the  supervision,  on  a  day-to-day  basis,  of  Citi's  relationships  with 
all  bank  regulators.  Based  on  that  experience,  I  strongly  support 
the  concept  of  a  single  regulatory  agency. 

Bank  supervision  has  two  quite  distinct  aspects.  First,  the  au- 
thority to  examine  all  aspects  of  bank  operations.  Second,  authority 
to  approve  mergers,  acquisitions,  and  new  or  expanded  powers. 

In  my  view,  establishing  and  executing  monetary  policy  has  al- 
most no  connection  to  bank  regulation.  I  feel  very  strongly  that  the 
power  to  examine  banks  should  be  vested  in  a  single  regulator. 

The  current  duplication  of  functions  is  costly,  wasteful,  and  un- 
necessary. This  duplication  has  evolved  over  time  as  financial  serv- 
ices and  financial  markets  develop  to  accommodate  changes  in  the 
public's  real  and  perceived  needs. 

Limiting  the  financial  services  which  any  one  institution  can  pro- 
vide is  less  and  less  relevant  to  the  American  public,  which  is  be- 
coming increasingly  comfortable  with  obtaining  banking  services 
from  brokerage  firms,  investment  services  from  commercial  banks, 
and  insurance  services  fi'om  mutual  savings  banks. 

In  response  to  legislative  requirements,  Citicorp,  a  bank  holding 
company,  had  within  its  very  complex  corporate  structure  at  least 
one  of  each  of  the  following  entities:  national  bank.  State  bank. 
Edge  Act  bank,  nonbank,  thrift,  and  nonbank  activities. 

Citicorp,  the  parent  holding  company,  is  regulated  by  the  Federal 
Reserve.  Citibank  was  regulated,  ostensibly,  by  the  Office  of  the 
Comptroller  of  the  Currency.  These  were  the  firm's  two  primary 
regulators.  But,  because  of  the  business  conducted  by  one  or  more 
entities  within  the  Citicorp  legal  structure,  Citicorp  had  a  reporting 
responsibility  to  17  different  regulators.  These  include  the  Federal 
Reserve  Board,  five  regional  Federal  Reserve  Banks,  the  OCC  in 
Washington  and  New  York,  the  Federal  Home  Loan  Bank  Board, 
now  the  Office  of  Thrift  Supervision  in  Washington,  and  four  re- 
gional Federal  Home  Loan  Banks. 
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The  FDIC,  and  the  now-defunct  FSLIC,  and  at  any  one  time  two 
or  more  State  regulators,  believed  it  was  necessary  for  it  to  review 
the  condition  of  the  parent  bank  holding  company,  consolidated 
Citicorp,  in  addition  to  examining  those  entities  for  which  it  had 
direct  supervisory  responsibility.  The  logic  was  to  ensure  that  the 
parent  Citicorp  was  a  source  of  strength  to  the  subsidiary,  not  a 
potential  drain  on  the  subsidiary's  resources. 

The  Fed  also  took  the  view  that  it  had  to  examine  or  review 
Citibank  using  the  logic  that  its  financial  condition  was  critical  to 
properly  assess  the  financial  health  of  the  entire  Citicorp  organiza- 
tion. 

I  believe  there  was  justification  to  all  of  these  views.  Each  of  the 
regulatory  bodies  resisted  attending  discussions  or  presentations  at 
which  other  regulators  were  present.  The  result  was  numerous,  re- 
petitive discussions  and  presentations. 

The  scheduling  of  quarterly  meetings  with  these  17  different  reg- 
ulators was  a  nightmare.  One  meeting  with  a  single  regulator 
would  have  saved  a  great  deal  of  time,  and  would  likely  have  pro- 
duced at  least  as  much  information  and  dialog  of  real  value. 

Duplication  of  examinations  may  be  an  even  greater  problem  for 
the  smaller  banks  who  do  not  have  the  resources  available  to  larg- 
er ones. 

Three  weeks  ago  I  met  with  the  president  of  a  State  bank  sub- 
sidiary of  a  bank  holding  company.  Both  the  bank  and  the  parent 
are  moderate-sized  institutions.  In  sequence,  the  bank  has  had  ex- 
aminations from  the  State  Bank  Examiners,  the  Fed,  and  the 
FDIC.  Each  of  the  regulators  has  individually  reviewed  and  classi- 
fied each  of  the  bank's  business  loans.  They  have  very  few  loans 
to  major  corporations. 

Each  loan  has  been  reviewed,  discussed,  and  classified  three 
times.  There  are  significant  costs  to  the  bank.  First,  they  pay  their 
regulators  for  the  cost  of  examinations.  Second,  both  loan  officers 
and  senior  management  are  tied  up  many  hours  in  duplicative  dis- 
cussions with  the  various  examiners  and  not  available  to  service 
customers.  After  all  the  reviews  and  classifications  are  completed, 
the  bank  must  charge  earnings  to  provide  reserves  for  each  loan 
based  on  the  most  severe  classification  of  any  one  regulator. 

The  result  is  that  the  loan  loss  reserve  against  the  entire  port- 
folio is  higher  than  any  one  of  the  regulators  would  require.  Be- 
cause these  charges  flow  through  the  profit  and  loss  account  of  the 
bank,  its  earnings  are  reduced,  its  capital  is  reduced,  and  its  ability 
to  fund  its  mostly  small  business  customers  is  diminished. 

The  final  and  most  significant  cost  of  duplication  is  the  time 
spent  by  senior  bank  management  and  its  directors  in  meeting 
with  each  of  the  regulators  separately.  The  added  value  of  these 
meetings  in  duplication  is  de  minimis.  On  occasion  the  require- 
ments of  one  regulator  contradict  those  imposed  by  another. 

When  this  happens,  the  result  is  that  the  bank  is  in  the  middle 
and  simply  cannot  win  that  situation.  The  result  is  an  expense  that 
results  from  the  totally  wasted  time  and  unproductive  activities, 
but  is  absolutely  necessary,  under  the  circumstances,  when  the  reg- 
ulators, themselves,  cannot  agree. 
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A  related  issue,  but  one  which  should  be  addressed,  is  the  role 
within  the  regulatory  process  of  regional  offices  of  the  various  regu- 
lators. 

As  more  banks  and  b£ink  holding  companies  expand  across  State 
lines,  they  enter  the  jurisdiction  of  additional  regional  offices.  Par- 
ticularly in  the  Federal  Reserve  system,  regional  banks  asserted  a 
certain  amount  of  independence  from  Washington.  This  impact  was 
clearly  felt  in  the  extensive  time  it  took  to  gain  approval  for  new, 
more  expanded  powers.  All  such  applications  had  to  be  sent  first 
to  the  local  regional  office. 

For  significant  issues,  that  office  could  only  forward  their  analy- 
sis and  recommendations  to  Washington  for  decision  and  more 
delay.  There  is  simply  no  justification  for  the  cost  of  duplicate  ex- 
aminations by  numerous  regulators. 

Cost  is  real  and  is  ultimately  paid  by  the  bank  customers  and 
taxpayers.  However,  I  believe  that  for  regulators  this  is  not  the 
main  issue.  The  authority  to  approve  mergers  and  acquisitions  and 
new  or  expanded  powers  for  the  banking  system  is  the  key  issue. 

It  is  in  this  respect  that  there  has  been  an  inconsistency  between 
the  regulators.  This  has  led  to  shopping  by  individual  banks  to  de- 
termine which  regulator  was  most  likely  to  approve  that  specific 
application. 

Frequently,  the  decision  on  which  corporate  legal  vehicle  to  use 
for  the  proposed  new  or  expanded  authority  was  determined  by  the 
regulator  judged  most  likely  to  approve. 

In  my  view,  the  ability  to  select  a  regulator  who  would  say  Ves' 
has  been  crucial  to  the  progress  of  the  banking  system  in  the  last 
20  years  or  so.  The  OCC  and  various  of  the  States  have  clearly 
taken  the  lead  in  this  regard. 

It  has  been  the  Fed  which  has  resisted  changes.  The  banking 
system  has  not  collapsed  because  banks  can  now  own  thrifts,  offer 
investment  services,  or  even,  for  a  limited  number  of  large  banks, 
compete  directly  with  investment  banks  as  underwriters  of  public 
securities. 

I  do  see  significant  risk  to  the  banking  system  in  the  agency  con- 
solidation proposal  in  concentrating  the  approval  power  for  new  or 
expanded  activities. 

Banks  could  be  put  at  an  even  greater  competitive  disadvantage 
than  they  are  now  unless  the  approving  authority  is  sensitive  to 
changes  in  the  markets  for  financial  services  and  acts  promptly  to 
permit  U.S.  banks  to  compete  effectively. 

For  banks,  I  believe,  this  is  either  the  best  of  all  worlds — if  the 
Federal  Banking  Commission  is  responsive — or  the  worst  if  it  is 
not. 

In  my  discussions  with  bankers,  many  would  prefer  to  deal  with 
the  devil  they  know  today  than  to  risk  the  unknown. 

The  Chairman.  May  I  just  stop  you  there?  We  were  talking 
about  that  the  other  day,  and  I  think  that  is  a  key  issue  here.  I 
think  history  has  demonstrated,  as  you  have  just  said  in  your  testi- 
mony, that  the  fragmented  approach,  in  certain  ways,  has  held 
back  innovation.  I  think,  if  you  add  it  all  up  and  look  at  the  trend 
lines,  if  you  look  at  banking  assets  and  resources  as  a  percentage 
of  the  overall  financial  system,  there  is  a  rather  sharp  decline. 
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You  have  this  issue  of  the  globahzation  of  financial  markets.  No 
one  can  predict,  precisely,  how  a  Federal  Banking  Commission, 
should  there  be  one,  on  any  given  day  will  look,  in  terms  of  who 
is  there  and  what  the  attitude  is.  But,  it  seems  to  me,  the  loeic  is 
that  if  there  is  an  entity  whose  purpose  is  to  think  about  the  busi- 
ness charter  and  the  economic  success  of  that  part  of  the  system, 
that  the  likelihood  of  being  alert  to  intervention  and  competitive 
pressures,  competitive  erosion,  international  circumstances,  equity 
of  treatment  in  international  markets,  and  so  forth,  that  a  Federal 
Banking  Commission  ought  to  see  that  as  a  central  role.  In  other 
words,  to  look  after  the  soundness  and  the  vitality  of  the  business 
charter,  especially  if  you  have  a  deposit  insurance  entity  that  is 
looking  at  its  issues,  and  you  have  these  other  questions,  which  are 
collateral  questions,  about  systemic  risk  and  the  payment  svstem 
and  so  forth  monitoring  policy  over  in  the  Fed  where  they  will  con- 
tinue to  be. 

Somebody  needs  to  be  thinking  ahead  about  what  the  nature  of 
the  business  charter  ought  to  be  in  terms  of  the  banking  system. 

I  think  your  testimony  already  indicates  that  the  nature  of  this 
vulcanized  system  gives  you  some  of  that  here  and  there,  some  of 
the  time,  but  that,  in  any  over-arching  sense,  it  has  been  missing. 
In  fact,  both  of  you  have  already  said  that  the  Federal  Reserve,  in 
many  ways,  has  been  a  dead  hand  with  respect  to  innovation. 

So,  I  think  it  is  time  that  we  focus  on  tne  business  charter.  We 
have  gone  through  these  episodes  in  the  savings  and  loan  and 
banking  systems,  with  respect  to  the  strength  of  the  insurance 
fund,  and  changing,  in  certain  ways,  the  nature  of  the  regulatory 
process,  but  now,  it  seems  to  me,  the  question  of  what  the  proper 
business  charter  should  be,  in  looking  ahead  and  looking  at  these 
new  international  realities,  is  a  question  that  really  has  to  be  ele- 
vated. 

If  you  do  not  get  an  effective  consolidation  with  people  who  are 
competent  and  have  vision,  I  am  not  sure  that  you  are  not  going 
to  see  a  continuation  of  the  same  trends. 

I  can  understand  your  point  of  saying,  in  some  respects  it  is  bet- 
ter to  say,  well,  let  us  take  the  devil  we  know  rather  than  one  that 
may  be  created  for  us. 

On  the  other  hand,  if  the  trend  lines  are  working  the  wrong  way, 
it  seems  to  me  that  that  probably  is  a  signal  that  a  restructuring 
of  logic  otherwise  supports  and  probably  provides  a  better  oppor- 
tunity for  some  forward-looking  thinking,  with  respect  to  what  the 
business  charter's  thinking  ou^t  to  be,  especially  in  this  changing 
world. 

I  have  been  persuaded,  as  I  have  listened  and  talked  with  people, 
that  when  you  weigh  that,  the  weight  of  the  argument  comes  out 
on  the  side  of:  Let  us  get  a  well-balanced,  competent,  independent 
Federal  Banking  Commission  that  can  have  that  as  a  central  part 
of  its  mission  and  charter. 

Now,  how  many  people  are  on  it  and  where  they  come  from,  and 
how  long  the  terms  are,  can  be  debated.  There  is  room  to  move 
back  and  forth  on  that  issue. 

I  am  not  sure  where  else  it  comes  from,  especially  if  you  leave 
in  place  this  smothering,  conflicting,  overlapping  structure  that  is 
there  now. 
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The  fact  that  you  had  to  deal  with  17  different  regulatory  bodies 
at  an  earlier  point  in  time,  I  think,  makes  an  important  point,  one 
that  Senator  Gramm  also  made,  which  is  that  we  are  not  just  talk- 
ing about  the  first-level  cost  of  regulation  and  how  many  regulators 
are  on  the  beat;  we  are  talking  about  the  economic  effect  of  regula- 
tion over  a  period  of  time  when  it  is  not  sufficiently  streamlined 
and  sensible  in  terms  of  what  it  really  costs  in  economic  activity. 

That  is  why,  I  think,  we  need  to  take  this  step  and  try  to  build 
in  the  safeguards  that  deal  with  some  of  that  anxiety.  I  just  want- 
ed to  put  in  that  point.  Please  go  ahead  and  finish  up. 

Mr.  Howard.  Senator,  I  agree  with  you. 

As  I  say,  it  is  the  best  of  all  situations  if  the  Federal  Banking 
Commission  is  responsive  to  the  real  needs  of  the  industry,  but 
there  is  the  risk  that  it  will  not  be. 

In  my  experience,  indeed,  it  was  the  Fed  that  was  the  least  re- 
sponsive of  the  regulators  in  approving  new  and  expanded  powers. 
The  Fed  always  approached  new  and  expanded  powers  with  their 
own  agenda. 

If  the  approval  would  impact,  however  minimally,  its  ability  to 
conduct  monetary  policy,  or  if  the  approval  was  likely  to  create  po- 
litical controversy,  approval  was  not  granted  or,  if  it  was  granted 
at  all,  it  was  granted  only  with  significant  delay. 

Frequently,  applications  were  denied  even  in  the  face  of  the  re- 
alities of  the  marketplace.  One  example  was  the  Fed's  long  refusal 
to  permit  banks  to  own  thrifts.  The  refusal  was  based  on  the  curi- 
ous legal  logic  that  the  thrift  business  "was  not  functionally  related 
to  banking." 

As  a  result,  the  thrift  crisis  was  more  severe  and  costly  to  the 
American  taxpayer  than  necessary.  In  my  experience,  the  Fed 
measures  every  proposal  against  the  impact  on  its  own  independ- 
ence, which  is  the  point  that  Bevis  made,  and  in  its  conduct  of 
monetary  policy. 

The  long-term  impact  on  the  banking  industry  was  always  a  sec- 
ondary or  even  a  tertiary  consideration.  I  attribute  much  of  the  rel- 
ative decline  of  the  U.S.  banks  and  the  financial  intermediation 
process  to  the  failure  on  the  part  of  the  Fed  to  grant  the  powers 
necessary  for  banks  to  compete  successfully. 

Going  forward  in  the  examination  process,  one  piece  that  will  re- 
quire even  gpreater  expertise  and  experience,  in  particular,  is  re- 
viewing activities  in  derivative  products.  It  is  more  likely  that  the 
higher-level  attributes  required  of  the  examiners  would  be  found  in 
one  agency  rather  than  diluted  into  two  or  more. 

If  the  Federal  Reserve  were  removed  from  the  bank  regulation 
process,  would  it  have  any  significant  impact  on  its  ability  to  con- 
duct monetary  policy?  My  answer  is:  Clearly,  it  would  not.  We 
should  be  looking  forward.  We  should  not  be  looking  backward.  We 
should  be  concerned  with  the  future,  not  the  past. 

The  role  of  the  banks  in  the  total  financial  services  business  has 
been  declining,  so  that  even  if  the  Fed  were  the  sole  regulator  of 
all  banks,  it  would  have  to  rely  increasingly  on  open-market  oper- 
ations, access  to  the  discount  window,  and  its  central  role  in  the 
payments'  mechanism  for  successful  conduct  of  monetary  policy. 


421 

In  my  career,  there  have  been  four  changes  in  the  financial  mar- 
kets of  such  magnitude  that,  I  beheve,  are  irreversible  and  have 
fundamentally  changed  the  way  the  Fed  conducts  monetary  policy. 

They  have  two  common  characteristics.  First,  each  resulted  in 
the  banks  being  circumvented  in  the  financial  intermediation  proc- 
ess. Second,  the  cause  of  that  circumvention  was  the  requirement 
for  banks  in  the  United  States  to  carry  reserves  against  liabil- 
ities— deposits  in  the  case  of  the  banks — which  are  not  required  of 
other  financial  intermediaries. 

Deposit  reserves  are,  in  essence,  a  tax  borne  only  by  the  banks. 
In  chronological  order  these  changes  are:  (1)  the  development  and 
growth  of  the  Eurodollar  market  which  Bevis  mentioned;  (2)  explo- 
sive growth  of  the  commercial  paper  market;  (3)  development  of  the 
Cash  Management  Account  which  led  to  the  incredible  growth  of 
money  market  mutual  funds;  and  (4)  the  more  recent  extraordinary 
ability  of  capital  markets  to  securitize  bank  and  bank-type  assets. 

In  the  United  States  enormous  sums  of  money  are  being  gath- 
ered constantly  outside  the  banking  system  and  being  put  to  work 
in  productive  ways.  United  States  banks  are  increasingly  less  rel- 
evant to  the  process,  and  these  trends  are  accelerating. 

The  argument  that  the  Fed  must  be  a  supervisor  to  execute  mon- 
etary policy,  to  me,  is  to  ignore  the  facts  that  the  Fed  does  have 
powerful  tools  for  executing  monetary  policy:  the  discount  rate,  set- 
ting reserve  requirements,  and  open-market  operations  are  tools 
they  have  used  with  great  skill  over  the  years  and  they  have  ac- 
complished their  goals  effectively. 

Open-market  operations  combined  with  access  to  the  discount 
window,  and  a  central  role  in  the  clearance  and  settlement  process, 
are  all  vital  to  the  Fed's  primary  policy  goal.  None  of  these  tools 
require  direct  supervision  of  banks. 

The  power  to  determine  access  to  the  Fed's  discount  window  is 
significant  in  executing  monetary  policy.  Access  is  a  privilege,  not 
a  right.  The  Fed  determines  which  banks  can  use  the  window,  for 
how  much,  for  how  long,  at  what  rate,  and  how  frequently. 

To  make  this  tool  even  more  powerful,  I  recommend  that  U.S. 
Government  dealers,  who  move  billions  of  dollars  every  day,  be  per- 
mitted direct  access  to  the  discount  window.  This  would  enhance 
the  Fed's  ability  to  control  market  liquidity,  and  it  would  also  pro- 
vide the  Fed  with  important  information  about  these  movements  of 
funds  directly,  I  believe,  improving  the  Fed's  market  knowledge 
significantly. 

The  Fed's  role  in  the  payment  mechanism  is  also  critical  to  its 
conduct  of  monetary  policy.  The  Fed  is  in  constant,  instantaneous 
touch  with  movement  of  funds  from  one  institution  to  another, 
from  one  section  of  the  country  to  another.  This  is  the  heart  of  the 
U.S.  economic  body. 

It's  also  the  source  of  significant  information  about  the  activities 
of  individual  banks  and  their  customers.  And,  in  combination  with 
access  to  the  discount  window,  the  Fed  has  detailed  knowledge 
available  on  the  impact  of  transactions  going  into  and  out  of  every 
bank  which  is  a  member  of  the  Federal  Reserve  system. 

The  argument  that  the  Fed  needs  the  power  to  examine  banks 
to  have  a  detailed  knowledge  of  what  the  bank  is  doing  is  not  credi- 
ble to  me.  I  know  from  experience  that  knowing  how  an  institution 
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is  behaving  in  money,  foreign  exchange,  and  capital  markets,  is 
more  timely  and  a  better  indication  of  the  health  of  that  institution 
than  a  superb  analysis  of  its  financial  statement. 

Financial  statements  and  bank  examination  reports  are  yester- 
day's newspaper.  Knowing  how  an  institution  is  behaving  today  in 
financial  markets,  Eind  how  other  market  participants  are  dealing 
with  them,  is  vastly  superior  knowledge  on  which  to  make  deci- 
sions on  the  health  of  the  individual  institution. 

That  information  is  available  to  the  Fed  in  more  detail  and  more 
quickly  than  to  any  other  institution  or  agency.  In  my  view,  they 
do  not  need  additional  information  sources  on  individual  banks  to 
conduct  monetary  policy. 

In  my  experience,  when  the  Fed  wanted  to  know  anything  about 
what  Citi  was  doing,  they  called  up  Citi  and  asked.  To  imply  that 
the  telephone  calls  would  not  be  answered  just  because  the  Fed  did 
not  have  regulatory  authority  seems  farfetched. 

It  was  also  my  experience  that  the  Fed  did  not  utilize  field  exam- 
iners to  find  out  this  information.  They  called  when  they  wanted 
information  and  got  it  direct.  The  Fed  does  not  require  regulatory 
power  to  get  answers  to  their  questions. 

The  Fed  has  acted  promptly  and  effectively  in  dealing  with  U.S. 
monetary  crises,  most  of  which  have  not  been  triggered  by  problem 
banks. 

I  do  not  believe  the  Fed  would  have  acted  any  differently  in  any 
financial  market  crisis  in  the  past  30  years,  had  they  not  had  di- 
rect regulatory  authority.  Providing  liquidity  to  financial  markets, 
making  reassuring  telephone  calls,  issuing  calming  press  releases, 
and  utilizing  their  extensive,  unexcelled  information  network  to 
monitor  results  do  not  require  regulatory  powers.  Where  monetary 
matters  are  concerned,  bankers  do  not  ignore  requests  or  advice 
from  the  most  powerful  financial  institution  in  the  world.  This  has 
nothing  to  do  with  the  ability  to  regulate. 

The  changes  I  described  earlier  have  made  the  Fed's  job  of  exe- 
cuting monetary  policy  increasingly  difficult  and  the  pace  of  change 
is  accelerating. 

Will  the  tools  now  available  to  the  Fed  be  sufficient  for  them  to 
carry  out  monetary  policy  in  the  future?  I  don't  know,  but  I  am  cer- 
tain that  retaining  the  power  to  regulate  only  a  portion  of  the  U.S. 
banking  system  is  not  part  of  the  solution. 

It  is  clear  that  the  primary  role  of  the  Federal  Reserve  is  the  con- 
duct of  monetary  policy.  That  role  is  so  important,  I  believe  carry- 
ing out  any  other  function  by  them  should  not  be  diluted  even 
slightly  by  having  any  of  its  resources  diverted  to  any  other  func- 
tion, including  bank  regulation. 

Thank  you. 

The  Chairman.  Thank  you  very  much. 

Mr.  Petty,  we'd  like  to  hear  from  you  now. 


423 

STATEMENT  OF  JOHN  It  PETTY,  FORMER  CHAIRMAN  OF  THE 
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MAN, BANK  HOLDING  COMPANY  ASSOCIATION;  FORMER 
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Mr.  Petty.  Thank  you,  Mr.  Chairman. 

I'm  appearing  as  an  independent  business  person,  although  I 
have  had  over  40  years  in  banking  and  financial  markets  experi- 
ence. 

My  testimony  will  be  limited  to  making  three  points. 

The  legislation  should  assign  to  the  Federal  Banking  Commis- 
sion the  explicit  responsibilitv  to  advance  the  national  interest  by 
assuring  that  the  banking  industry  is  fully  competitive  in  the  mar- 
ketplace and  responsive  to  the  commercial  and  consumer  financial 
needs  of  the  Nation.  In  other  words,  the  regulators  are  not  just  to 
assure  the  safety  and  soundness  of  banks  in  order  to  reduce  the 
contingent  liability  created  by  deposit  insurance.  Rather,  an  addi- 
tional purpose  of  bank  supervision  should  be  to  help  assure  a  com- 
petitive banking  industry  as  a  feature  critical  to  our  economy. 

I  believe,  sir,  that  was  reflective  of  the  intervention  you  had  with 
Mr.  Howard  just  a  few  minutes  ago,  this  added  focus. 

Second,  consistent  with  the  above,  regulators  should  evaluate 
banks  as  going  concerns  and  not  just  assess  their  value  on  a  liq- 
uidation basis.  This  addition  of  a  second  criterion  is  a  subtle  point 
of  no  small  significance. 

Third,  the  central  bank's  responsibilities  with  bank  regulatory 
responsibility  is  not  the  ideal  combination  as  expressed  by  Dr. 
Helmut  Schlesinger,  President  of  the  German  Central  Bank,  to 
which  I  will  refer. 

Legislation  should  declare,  most  explicitly,  that  it  is  in  the  na- 
tional interest  to  have  a  healthy,  responsive,  and  fully  competitive 
banking  industry  in  order  that  banks  may  play  an  active  role  in 
serving  the  commercial  and  consumer  interests  of  the  country. 

This  is  not  addressing  the  obvious;  it's  legislating  the  neglected. 

To  whom  did  the  Nation  first  look  for  help  in  alleviating  the  re- 
cent recession?  The  uneven  response  by  the  banks  to  this  call  was 
a  product  of  things  past,  and  is  explained,  to  no  minor  extent,  by 
previous  Government  and  regulatory  action  and  inaction.  This  can 
be  redressed  over  time  with  the  influence  of  a  Federal  Banking 
Commission  whose  statutory  mandate  is  to  help  achieve  a  fully 
competitive  banking  industry,  one  responsive  to  the  commercial 
and  consumer  needs  of  the  Nation. 

The  Nation  has  lacked  a  timely  response  by  Government  to 
changes  in  the  financial  marketplace. 

Earlier,  both  Mr.  Longstreth  and  Howard  talked  about  the  cost 
of  regulation  in  dollar  terms.  The  biggest  cost,  sir,  is  in  time.  The 
time  it  takes  to  come  to  a  resolution,  the  time  it  takes  to  give  the 
banks  authority  to  have  money  market  accounts,  5  or  7  years  lost, 
and  market  positions  destroyed  as  a  result  of  that  inaction.  The 
biggest  cost  is  time. 

These  changes  have  placed  demands  upon  banks  whose  capacity 
to  respond  has  been  compromised  by  stale  regulations.  While  sub- 
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stantial  thinking  at  the  governmental  level  has  been  directed  to- 
ward risk  limitation,  too  little  attention  has  been  directed  at  this 
official  level  to  the  implications  of  the  changing  marketplace.  What, 
it  should  be  asked,  is  the  necessary  regulatory  response  to  these 
changes:  Would  modifying  or  voiding  ancient  regulations  enable 
banks  to  make  adjustments  dictated  by  the  marketplace? 

A  quick  and  effective  business  adaptation  to  new  circumstances 
is  what  makes  sustained  profits,  that  ingredient  essential  to  cor- 
porate life,  and,  incidentally,  Federal  tax  revenue,  possible.  As 
much  as  anything  else,  the  shortcomings  of  the  banking  industry 
can  be  traced  directly  to  the  restraints  to  which  bank  management 
is  subject,  restraints  which  limit  their  ability  to  respond  in  a  timely 
fashion  to  the  intensely  competitive  marketplace  in  which  they  op- 
erate. Slow  or  delayed  regulatory  change  means  a  loss  of  the  banks' 
market  share.  Regulations  conceived  under  one  set  of  circum- 
stances may  lack  justification  in  a  changed  situation. 

The  Federal  Banking  Commission  should  perform  its  responsibil- 
ities in  a  manner  which  facilitates  both  timely  and  prudent  re- 
sponses by  banks  to  the  Nation's  evolving  business  environment. 

Sadly,  there  is  no  regulatory  body  that  is  sufficiently  up  to  date 
with  competitive  market  dynamics.  The  economists  at  regulatory 
bodies  ordinarily  require  a  3-year  regression  analysis  of  statistics 
before  they  will  commit  themselves  about  particular  developments. 

Today,  the  life  of  a  financial  product  is  less  than  half  that.  The 
event  has  arrived  and  taken  hold  by  the  time  the  macroeconomist 
addresses  it.  The  unhappy  truth  is  that  the  bank  supervisors  and 
the  legislation  they  administer  lag  so  far  behind  marketplace  devel- 
opments that  the  banks  they  limit  through  regulation  slip  even  fur- 
ther behind. 

The  Chairman.  Let  me  just  stop  you  there,  because  that  was  an 
interesting  point  made  earlier  by  your  two  colleagues  whom  have 
spoken.  Senator  Bennett  was  out  of  the  room.  I  was  struck  by  that 
and  I  just  want  to  see  if  you  have  the  same  view. 

They  were  making  the  point  that  the  Fed,  in  their  personal  and 
professional  experience,  was  the  least  innovative  of  any  of  the  bank 
regulatory  bodies  that  they've  dealt  with.  And  that,  in  effect,  what 
they  were  describing  was  an  operation  that  was  quite  content  with 
the  way  it  was  operating  and,  therefore,  it  was  very  difficult  to  get 
timely  responses  to  any  ideas  about  innovations  or  changes  in  the 
business  charter. 

And  you're  nodding,  Mr.  Howard,  in  the  affirmative. 

Mr.  Petty,  would  that  be  your  experience,  or  would  you  dissent? 

Mr.  Petty.  Absolutely.  I  definitely  agree  with  that.  I  can  be  more 
explicit  and  give  more  details.  That's  what  I  was  trying  to  refer  to 
in  terms  of  this  3-year  regression  analysis. 

The  macroeconomists  want  to  have  a  history  of  the  develop- 
ments. By  the  time  that  happens,  it  takes  6  months  to  get  a  uni- 
form questionnaire  developed  between  the  agencies  and  sent  out  to 
the  banks.  By  the  way,  it  takes  3  months  to  answer  that,  a  year 
to  evaluate  it. 

The  Chairman.  Is  this  one  of  the  reasons  then,  why,  in  effect,  the 
banking  industry  is  being  carted  away  by  others?  It's  being  repack- 
aged. 
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In  my  mind,  it's  the  analogy  of  what  happens  when  an  inner  city 
goes  into  a  downward  spiral  and  everybody  moves  to  the  suburbs. 

Mr.  Petty.  Nonbank  banks  exist  and  they  skim  the  rest  of  the 
banks'  financial  markets,  the  profitable  products.  Banks  have  to 
provide  full  services.  They  get  skimmed  away  in  the  profitable 
products,  and  their  cost  structure  becomes  more  and  more  progres- 
sively adverse. 

This  is  why  a  delayed  response  in  the  regulatory  system  to  the 
changing  marketplace  further  erodes  the  competitive  position  of  the 
banks  in  the  marketplace.  It's  self-feeding. 

The  Chairman.  Aren't  you  then  left  with  this  quandary  where 
the  banking  business  shrinks  while  the  number  of  regulators  stays 
the  same? 

In  your  case,  Mr.  Howard,  you  cited  17  different  banking  regu- 
latory bodies  that  you  had  to  deal  with.  So  they're  all  out  there, 
working  harder  and  harder  on  a  shrinking  operation.  So  you  can 
see  why,  at  the  end  of  the  day,  it  would  be  pretty  hard  to  find  time 
to  innovate,  even  if  you  could  innovate. 

Mr.  Petty.  We  gave  space  to  the  bank  examiners  when  the  fi- 
nancial markets  and  derivatives  came  into  place  a  few  years  in  the 
past.  They  were  simply  going  to  school  on  what  these  products 
were,  how  you  managed  them,  and  what  have  you.  Which  is  fine. 
I'm  glad  that  they  have  that  experience.  But  it's  pretty  expensive 
for  us. 

The  Chairman.  Thank  you.  I  just  wanted  to  pick  that  up. 

Mr.  Petty.  I  recommend  that  a  second  criterion  for  banking  ex- 
amination be  adopted.  In  the  legislative  assignment  of  the  Federal 
Banking  Commission,  it  should  be  made  clear  that  the  safety  and 
soundness  standard  must  not  be  assessed  in  just  a  static  manner 
exemplified  by  the  question:  Are  the  loss  reserves  adequate? 

Congress  must  legislate  that  banks  also  be  examined  on  a  dy- 
namic basis,  as  going  business  concerns,  institutions  working  con- 
structively today  for  earnings  tomorrow.  After  all,  it  is  the  promise 
of  business  which  appeals  to  securities  analysts  and  investors  and, 
thus,  their  ability  to  raise  capital. 

This  latter  point  bears  emphasis.  A  key  thrust  of  the  bank  regu- 
latory process  has  been  more  detailed  public  disclosure  of  financial 
information.  The  evolution  of  our  financial  markets  has  placed  in- 
creased reliance  upon  the  market's  perception  of  a  company's  pros- 
pects, i.e.,  give  the  market  the  facts  and  let  it  assess  a  company's 
prospects  by  assigning  a  value  to  the  equity  or  debt  of  that  com- 
pany. 

This,  after  all,  is  what  disclosure  is  designed  to  facilitate.  Eco- 
nomic theory  and  regulatory  policy  have  been  moving  in  this  com- 
mon direction. 

The  logical  progression  of  such  an  approach  is  to  have  the  regu- 
lators also  evaluate  banks  on  a  going  concern  basis,  more  in  line 
with  the  way  the  marketplace  looks  at  them.  This  next  step  should 
be  anticipated  explicitly  in  the  legislation. 

It  can  be  achieved  through  the  bank  examination  function  taking 
on  an  added  orientation:  instead  of  relying  upon  a  totally  static 
[read:  liquidation]  focus,  expand  to  also  include  a  shared  or  equally 
dynamic  [read:  going  concern]  orientation. 
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In  order  to  facilitate  this  added  perspective  in  the  bank  examina- 
tion and  regulatory  process,  the  national  interest  objective  of  fos- 
tering a  fully  competitive  and  responsive  banking  industry  must  be 
in  the  legislative  mandate  to  the  new  Federal  Banking  Commis- 
sion, 

I'd  like  you  to  reflect,  for  a  moment,  on  the  implications  of  em- 
ploying a  single  criterion  in  the  granting  of  insurance.  I've  selected 
the  automotive  industry  as  one,  Mr.  Chairman,  that  you  know  par- 
ticularly well. 

The  Federal  Banking  Commission  will  regulate  to  limit  the  calls 
on  the  FDIC  insurance,  so  there  is  no  need  to  tap  the  Federal 
Treasury  for  excessive  losses.  That's  one  of  the  objectives.  In  this 
context,  focus,  for  example,  on  the  implications  of  employing  a  sin- 
gle criterion  in  establishing  an  automobile  insurance  policy. 

Imagine,  as  with  the  FDIC,  that  there  is  only  one  automobile  in- 
surer in  the  country.  Imagine,  also,  that  the  standards  for  under- 
writing automobile  insurance  have,  as  with  the  Federal  bank  ex- 
aminers, only  one  purpose  in  mind:  to  avoid  accidents. 

Now,  imagine  what  limitations  the  automobile  insurer  would  re- 
quire to  grant  insurance  coverage.  Remember,  the  rules  are  written 
for  this  single  criterion:  avoid  accidents!  Would  anybody  over  65  be 
allowed  to  be  given  a  driver's  license?  Would  the  initial  insured  age 
really  be  15  or  16,  or  more  likely  mid-20's? 

Remember,  to  avoid  accidents  is  the  sole  criterion,  just  like  our 
safety  and  soundness.  Would  one-time  fender  benders  be  allowed 
insurance? 

Now  consider  the  banking  industry.  Banks,  in  effect,  have  to  be 
insured.  The  bank  examiners  are  the  equivalent  of  the  under- 
writers in  the  automobile  insurance  example  and  their  only  mission 
is  to  avoid  accidents  [read:  "bank  failures"]  which  may  call  upon 
the  FDIC  insurance  fund.  Therefore,  they  can  say:  Don't  drive  over 
45.  Don't  turn  on  red.  No  cars  over  6  years  old  on  the  highways. 
Eighteen  wheelers  and  passenger  cars  must  be  on  separate  roads. 
One-time  offenders  are  uninsurable. 

The  automobile  business  would  be  very  different  if  the  insurance 
underwriters  were  guided  as  they  are  in  my  hypothetical  case.  And 
the  bank  industry  is  a  lot  different  [read:  constrained,  limited,  less 
competitive,  less  responsive]  because  our  banking  regulators  have 
used  a  single  criterion:  avoid  accidents. 

Surely,  our  Government  and  our  Federal  administrators  can  as- 
sign broader  criteria  in  the  bank  regulatory  function.  Surely,  guide- 
lines which  seek  accident  avoidance,  as  well  as  competitiveness  and 
profits,  are  not  mutually  exclusive.  Surely,  this  narrowness  in  the 
mission  of  the  regulators  which  inhibits  banks  from  being  competi- 
tive must  be  remedied.  Indeed,  all  the  business  schools  in  the  coun- 
try teach  that  keeping  a  company  competitive  is  the  best  way  to 
avoid  accidents. 

My  final  point,  sir,  concerns  bank  regulation  as  a  central  bank 
responsibility. 

The  Federal  Reserve  maintains  that  they  need  direct,  not  just  in- 
direct, regulatory  authority  in  order  to  deal  with  systemic  liquidity 
risks  in  the  marketplace. 

It's  true  that  there  are  such  liquidity  risks  and  it's  true  that  the 
Federal  Reserve  is  the  first  agency  to  go  into  action  by  injecting 
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funds  intx)  the  marketplace,  offsetting  the  contraction  inherent  in 
a  Hquidity  crisis.  However,  many,  I  would  say,  perhaps  most  of 
these  necessar>'  interventions  by  the  Fed  are  precipitated  by  events 
having  little  or  nothing  to  do  with  their  bank  regulatory  respon- 
sibilities. 

This  was  the  case  with  the  surprise  Penn  Central  collapse  in 
1970  when  I  was  at  the  Treasury.  This  was  the  case  with  the  ster- 
ling/gold crisis  in  1967-68  when  I  was  also  at  the  Treasury.  This 
was  the  case  with  the  foreign  exchange  crisis  in  1978.  The  1980's 
gave  us  Drexel  Bumham,  and  there  are  many  more  examples. 

The  failure  in  Ohio  of  the  State-chartered  savings  banks  insur- 
ance fund  had  nothing  to  do  with  bank  regulation.  Yet,  the  Fed 
was  right  there  where  they  had  to  be. 

The  Fed  has  regulatory  jurisdiction  over  only  a  small  fraction  of 
the  financial  marketplace.  Nevertheless,  it  has  demonstrated,  con- 
sistently, its  capacity  to  respond  effectively  to  financial  crises  in 
areas  where  it  has  zero  jurisdictional  regulatory  authority.  Indeed, 
the  central  bank's  intervention  frequently  commences  before  the 
precipitating  circumstances  are  fully  appreciated.  Such  is  the  na- 
ture of  the  financial  marketplace. 

This  intervention,  however,  has  everything  to  do  with  the  Fed- 
eral Reserve's  responsibility  for  monetary  policy  and  the  mechanics 
for  its  execution,  the  payment  system,  and  the  discount  window.  It 
has  little  or  nothing  to  do,  whatsoever,  with  whether  Bank  A 
should  merge  with  Bank  B;  or  whether  banks  should  be  allowed  to 
have  mutual  funds. 

I  will  conclude  with  a  quotation  from  a  foremost  authority  on  the 
issue,  the  president  of  the  German  Central  Bank,  Dr.  Helmut 
Schlesinger.  A  very  interesting  quote  from  Dr.  Schlesinger: 

Another  question  is  whether  an  independent  central  bank  should  have  the  fiill  re- 
sponsibility of  banking  supervision,  which  implies  having  the  right  to  close  a  bank 
if  necessary,  to  ask  for  the  dismissal  of  the  responsible  bank  management,  to  ask 
for  sanctions,  etc. 

My  personal  impression  is  that  this  is  not  the  ideal  combination.  If  a  central  bank 
is  independent,  it  cannot  or  should  not  act  like  a  Government  authority,  like  a 
court,  or  like  a  bank  policeman.  The  German  practice  is  to  leave  the  authority  to 
a  Government  agency.  The  central  bank  acts  only  as  an  agent;  it  brings  in  all  its 
expertise,  but  it  has  no  authority  of  its  own  in  this  field.  My  attitude  is  influenced 
by  the  observation  that  an  independent  central  bank  can  keep  its  independence 
even  in  the  event  of  a  bank  failure.  It  should  not  be  forced  to  try  to  save  a  bank 
by  providing  central  bank  money  if  there  is  no  very  strong  case  for  doing  so;  there 
should  be  no  conflict  between  its  supervisory  and  its  other  central  bank  functions, 
its  main  function,  to  keep  the  value  of  the  money  stable. 

I  really  don't  believe  there's  an  issue  at  all  about  dual  banking. 
I  think  the  legislation  preserves  it  very  clearly,  just  as  it  preserves 
the  independence  of  the  Federal  Reserve. 

Thank  you,  sir. 

The  Chairman.  Thank  you  very  much. 

Mr.  Sandner,  I  just  want  to  say  to  you,  welcome.  I  also  want  to 
say  that  Senator  Moseley-Braun  very  much  wanted  to  be  here. 
She's  down  at  the  White  House  at  a  meeting.  If  that  ends,  she  may 
arrive,  but  that's  why  she's  not  here  now. 

We'd  like  to  hear  from  you  now. 
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STATEMENT  OF  JOHN  F.  SANDNER,  CHAIRMAN  OF  THE  BOARD 
OF  DIRECTORS,  CHICAGO  MERCANTILE  EXCHANGE,  CHI- 
CAGO, IL 

Mr.  Sandner.  Thank  you  very  much,  Senator  Riegle  and  Senator 
Bennett. 

I  want  to  thank  you  for  inviting  me  to  appear.  I've  thought  long 
and  hard  about  these  regulatory  issues,  not  merely  regulation  of 
banking,  but  regulation  covering  the  entire  landscape  of  the  global 
financial  services  arena. 

As  you  know,  I  introduced  a  model  on  behalf  of  the  Chicago  Mer- 
cantile Exchange  to  rationalize  and  harmonize  all  regulation  of  fi- 
nancial services.  Approximately  a  year  ago,  on  May  20,  I  testified 
before  Senator  Dodd's  Subcommittee  on  Banking  respecting  that 
model. 

I  think  it's  a  provocative  model.  But,  before  I  discuss  our  model, 
I  would  like  to  say  that  I  agree  and  embrace  to  the  word  every- 
thing that's  been  said  before  me  on  this  panel. 

So  that  I  don't  fall  into  the  same  trap  that  banking  regulation 
has  fallen  into,  I  won't  reiterate  what  they've  said.  I'll  skip  much 
in  my  opening  statement  because  I  don't  want  to  be  as  redundant 
and  duplicative  as  the  banking  and  financial  services  regulation 
that  we  are  criticizing. 

I  would  like  to  tell  you,  although  I  know  you  know  quite  well. 
Senator  Riegle,  because  you  and  Senator  Bennett  have  been  to  our 
exchange  a  number  of  times,  what  the  Chicago  Mercantile  Ex- 
change has  become. 

The  role  of  the  Exchange  today  is  quite  a  bit  different  than  it 
was  a  couple  of  years  ago  when  you  visited.  We  have  grown  dra- 
matically. Much  of  that  growth  is  attributable  to  this  global  finan- 
cial services  landscape  and  the  proliferation  of  new  products  and 
risk  management  needs  in  this  landscape. 

We  trade  short-term  interest  markets,  the  Eurodollar,  and  Treas- 
ury bills.  We  trade  foreign  exchange,  futures,  and  options.  We 
trade  stock  indices,  the  S&P  500,  the  Midcap  400,  the  Russell  2000, 
the  Nikei  index,  and  the  FTSI  index  from  London. 

The  Eurodollar  contract  is  probably  the  biggest  trading  vehicle  in 
the  world  today.  Each  day,  the  Chicago  Mercantile  Exchange 
trades  approximately  $700  billion  worth  of  contracts. 

The  firms  that  are  bringing  the  business  to  our  floor  are  the 
international  giants  in  banking  (commercial,  investment,  and  mer- 
chant banking),  securities  firms,  insurance  companies — the  gamut 
of  international  institutions.  This  year,  the  CME  will  trade  ap- 
proximately $140  trillion  of  risk  management  and  asset  allocation 
positions. 

When  the  discount  rate  changed  on  February  4,  the  prior  record 
trading  volume  on  any  exchange  in  the  world  had  been  set  at  the 
Chicago  Mercantile  Exchange.  It  was  1,490,000  contracts  in  one 
day.  On  that  day,  February  4,  we  traded  2,400,000  contracts;  fully 
1  million  contracts  more  than  any  other  time  in  history.  That  has 
been  followed  by  repeated,  consecutive,  million  contract  days. 

And  who  brought  the  trade?  The  international  global  institu- 
tions, the  Mitsui's,  the  Mitsubishi's,  the  Daichi-Kon,  the  Commerce 
Bank,  the  Nikei's,  the  Daiwas.  I'm  naming  all  the  international 
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firms.  But  also  the  J.P.  Morgan's,  the  Morgan  Stanley's,  the  Gold- 
man Sachs',  representing  a  myriad  of  institutions. 

Twelve  years  ago,  we  didn't  have  one  clearing  member  at  the  ex- 
change from  outside  of  North  America.  Today,  we  have  the  same 
number  of  clearing  members,  but  45  percent  of  them  are  domiciled 
outside  of  North  i^erica.  It's  the  giants  that  I  told  you  about,  and 
they're  queuing  up  to  clear  our  exchange. 

Unfortunately,  many  of  them  drop  out  of  the  queue  because  they 
get  locked  into  the  bureaucracy  of  trying  to  get  approval,  through 
the  Federal  Reserve  or  the  Office  of  the  Comptroller  of  the  Cur- 
rency, as  a  bank  to  clear  our  exchange.  But  the  securities  firms  can 
come  in  and  clear  our  exchange  without  a  problem. 

The  merchant  banks  are  trying  to  compete  in  that  world  and 
they  face  impediments. 

Fifty-seven  percent  of  our  business  is  interest  rates.  Eurodollars. 
Twenty-seven  percent  of  our  business  is  foreign  exchange.  Eleven 
percent  of  our  business  is  stock  indices  and  5  percent  is  agri- 
culture. Three  percent  is  retail.  The  rest  is  all  institutional. 

Trading  at  the  CME  will  result  in  $9  billion  of  deposits  into  the 
coffers  of  the  banks  in  Chicago  for  performance  bonds  on  those  po- 
sitions. 

The  volume  and  open  interest  is  extraordinary.  The  open  interest 
is  the  positions  that  people  establish  to  manage  risk  and  to  allocate 
assets. 

Tonight,  there  will  be  approximately  6,300,000  positions  on  the 
books  of  the  Chicago  Mercantile  Exchange  representing  $4  trillion 
in  risk  management  positions.  Who's  bringing  them  there?  The 
banks,  commercial  banks,  investment  banks,  securities  firms,  and 
insurance  companies. 

We  have  brought  an  illustration  of  the  current  state  of  financial 
services  regulation.  It's  like  a  maze  that  the  best-trained  psycholo- 
gist's rat  could  not  negotiate. 

I  believe  it  was  Mr.  Howard  or  Mr.  Longstreth  that  talked  about 
the  hodgepodge  of  that  regulatory  model.  And  how  it  is  costly,  inef- 
fective, inefficient,  redundant,  and  duplicative.  Nobody  really 
talked  about  accountability,  but  accountability  is  a  verv  important 
issue.  Regulatory  responsibility  is  so  diffused  that  nobody  knows 
who's  accountable  and  nothing  good  results  from  that. 

But,  the  main  point  is,  the  current  model  doesn't  nurture,  and 
that's  what  Government  is  all  about.  Government  is  supposed  to 
nurture  the  private  sector.  If  you  can't  nurture  the  private  sector, 
the  public  sector  will  eventually  become  a  parasite  and  implode. 

What  we  should  be  trying  to  accomplish,  and  you  said  it  so  well, 
Senator  Riegle,  we  should  be  trying  to  generate  economic  growth, 
which  means  jobs  in  this  country.  We  should  nurture  the  financial 
service  industry. 

We're  talking  about  banking  at  this  hearing,  but  I'm  talking 
about  the  financial  services  industry,  and  I  appreciate  you  permit- 
ting me  to  broaden  my  focus  in  this  testimony. 

You  also  said  that  it's  very,  very  important,  and  it  is  a  key  ingre- 
dient. Chairman  Riegle,  that  we  must  create  an  environment  that 
permits  continued  innovation.  This  country  would  be  nothing  if  we 
didn't  innovate  products. 
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Look  at  what's  happened  over  the  last  20  years.  The  Chicago 
Mercantile  Exchange  created  financial  futures.  There  wasn't  a  fi- 
nancial future  anywhere  in  the  world  before  1972.  Look  at  the 
world  and  financial  futures  today.  Look  at  what  has  been  spawned 
from  the  invention  and  creation  of  financial  futures. 

Financial  services  now  use,  as  their  centerpiece,  the  risk  man- 
agement and  asset  allocation  ideas  spawned  by  the  creation  of  fi- 
nancial futures.  Today,  it  is  the  biggest  growth  industry  in  the 
world.  The  United  States  created  it  and  should  strive  to  keep  it. 
It  should  not  go  the  way,  and  you  know  quite  well,  Senator  Riegle, 
the  way  the  automobile  industry  went  a  number  of  years  ago.  We 
don't  want  to  spend  years  recapturing  what  we  should  have  held 
firm. 

The  Chairman.  We're  coming  back. 

Mr.  Sandner.  We're  coming  oack,  but  we  should  never  have  lost. 
If  we  would  have  been  mindful  and  continued  to  innovate  and  to 
create  a  nurturing  environment,  we  wouldn't  have  lost  it.  We 
wouldn't  have  to  be  fighting  so  hard  to  get  it  back. 

You've  asked  me  to  talk  about  the  Treasury's  proposal  with  re- 
gard to  the  Fed's  proposal.  I  agree  with  everything  that's  been  said 
here.  I  think,  as  far  as  it  goes  in  banking,  the  Treasury  proposal 
is  a  superior  proposal  because  it  more  effectively  consolidates. 

Quite  frankly,  I  admire  Chairman  Greenspan  as  much  as  I  ad- 
mire anybody  in  this  country.  I  think  he's  one  of  the  most  brilliant 
people  that  have  come  along  in  the  last  100  years  in  financial  and 
economic  matters.  However,  I  don't  think,  in  this  case,  he  has  cor- 
rectly assessed  his  need  to  maintain  direct  regulatory  supervision 
and  oversight  in  order  to  deal  with  monetary  policy.  If  he's  not  ab- 
solutely correct,  then  it  leads  us  to  the  Treasury's  proposal,  which 
is  much  more  efficient  and  effective  and  eliminates  costly  duplica- 
tion. 

However,  I  am  not  entirely  happy  with  the  Treasury  proposal. 
It's  fine,  and  your  proposal.  Senator  Riegle,  yours  and  Senator 
D'Amato's  proposal,  it's  fine,  if  you  could  treat  banking  as  a  dis- 
tinct institution.  But,  you  said  it  so  well,  we  have  to  think  in  terms 
dictated  by  a  rapidly  changing  world.  We  need  a  wake-up  call 
about  the  international  reality  of  our  markets. 

Banking  is  part  of  the  local  landscape  of  financial  services.  The 
local  market  is  inextricably  interwoven  into  the  global  financial 
services  network.  Modem  banking  is  far  removed  from  banking  as 
we  traditionally  knew  it. 

If  banking  had  been  static,  we  could  regulate  it  by  an  institu- 
tional model,  which  we've  been  doing  for  50  years.  But,  institu- 
tional regulation  in  a  rapidly  changing  world  merely  spawns  more 
agencies.  We're  about  to  create  another  one  with  Congressman 
Leach — a  Federal  Derivatives  Commission  to  regulate  derivatives. 
We  seem  to  need  a  new  agency  because  no  one  knows  where  else 
to  assign  responsibility.  If  we  need  regulation  of  derivatives,  and 
the  jury  is  still  out  on  whether  we  really  have  to  regulate,  nobody 
knows  where  to  assign  it. 

That's  the  problem  with  institutional  regulation,  but  we're  stuck 
in  that  mindset. 

What  I  would  like  to  do  is  take  you,  for  a  moment,  out  of  that 
mindset.  We  shouldn't  be  regulating  institutions  according  to  the 
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name  carved  in  the  stone  above  the  door.  This  is  a  bank,  therefore, 
it's  banking  regulation.  This  is  a  securities  firm,  therefore,  it's  se- 
curities regulation.  This  is  an  insurance  company,  therefore,  it's 
regulated  differently. 

We  should  not  be  regulating  an  institution  based  on  what  the  in- 
stitution is  called.  When  you  tear  down  the  veneer,  get  past  the  fa- 
cade of  a  financial  institution,  and  go  inside,  they  all  look  remark- 
ably alike. 

Banks  are  selling  mutual  funds  and  insurance  products.  Securi- 
ties firms  are  taking  deposits  and  making  loans.  Insurance  compa- 
nies are  managing  poole  investment  vehicles.  They're  all  trying  to 
be  competitive,  so  they're  all  involved  in  the  risk-management  in- 
dustry, the  asset  allocation  industry,  and  in  the  derivatives  indus- 
try. They  are  using  the  exchanges  and  the  over-the-counter  market. 

All  of  them  are  involved  in  risk  management  and  asset  alloca- 
tion, because  if  they  were  not  involved,  they  could  not  be  competi- 
tive. 

This  global  market  is  gn*owing  exponentially.  The  firms  using  the 
market  are  growing  exponentially.  The  products  are  proliferating — 
6  years  ago,  had  you  heard  of  a  swap?  I  would  have  been  more  like- 
ly to  hear  of  it  than  you,  but  I  wasn't  aware.  Six  years  ago,  we 
were  in  the  dark  about  swaps,  hybrids,  swaptions,  etc. 

The  financial  engineers  are  proliferating,  and  God  bless  them.  I 
don't  say  it  in  a  pejorative  sense.  We  need  that  to  compete. 

Depositors  are  now  investors.  The  lesser-developed  countries  that 
used  to  borrow  money  from  other  countries  and  central  banks  are 
now  the  emerging  markets,  and  they're  not  borrowing  money. 
They're  going  to  the  capital  markets  for  the  money.  It's  a  global 
market. 

National  boundaries  are  irrelevant,  it  is  totally  international. 
And  the  banks  are  inextricably  involved,  like  the  warp  and  the 
woof  of  a  loom,  in  that  marketplace.  So,  to  regulate  them  as  a  de- 
pository institution  that  loans  money  is  missing  the  boat.  It's  going 
the  wrong  way  down  a  one-way  street. 

I  would  like  to  suggest  that  we  move  our  mindset  to  a  functional 
regulatory  mindset.  We  should  regulate  institutions,  not  according 
to  what  they're  called,  but  according  to  their  functions.  When  you 
tear  down  the  facade  and  the  veneer,  you  go  in  and  you  look  at  the 
functions  that  they're  performing.  If  they're  trading  derivatives,  fu- 
tures, and  risk  management,  they  should  all  be  treated  alike, 
whether  it's  an  insurance  company,  whether  it's  a  securities  firm, 
or  whether  it  is  a  bank.  If  they're  taking  deposits  and  disclosures 
have  to  be  made,  all  of  them  ought  to  be  treated  the  same. 

But  you  can't  do  that  with  an  institutional  regulatory  mindset 
because  it  becomes  too  compartmentalized  and  fragmented.  Even  if 
you  periodically  consolidate  the  agencies,  which  is  better  than  not, 
you  immediately  begin  to  spawn  more  agencies,  just  the  way  it  has 
happened  since  the  1930's  or  even  before  that  in  1913,  when,  I 
think,  it  was  the  Office  of  the  Comptroller  of  the  Currency  that  was 
born. 

We  have  a  rare  window  of  opportunity  that  we  haven't  had  for 
40  or  50  years  because  we've  gotten  the  wake-up  call.  We  want  to 
compete  and  you  want  to  do  something  about  it.  I  really  commend 
you  for  it,  because  a  year  and  a  half  ago,  nobody  was  talking  and 
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we  now  know,  we're  trying  to  do  it,  and  we're  crying  out  to  change 
it  and  to  become  efficient,  cost-eflficient  and  regulatorily  efficient. 

We're  crying  out  to  be  able  to  innovate  and  compete.  I  think  the 
best  way  to  keep  us  competitive  is  through  functional  regulation. 

If  you'll  look  at  the  graphic  depiction  of  the  CME's  model,  you'll 
see  our  concept  for  functional  regulation.  You  will  see  that  every 
product  sold  and  service  performed  by  an  institution,  whether  it's 
a  bank,  an  insurance  company,  a  securities  firm,  a  Chicago  Mer- 
cantile Exchange,  or  an  over-the-counter  market,  fits  somewhere  in 
there. 

We  don't  have  to  try  to  jury  rig  the  structure  or  create  another 
agency  each  time  a  new  product  or  service  comes  down  the  pike. 

The  current  regulatory  structure  creates  inconsistent:  capital 
rules,  risk  analysis,  and  auditing  standards.  That  lack  of  consist- 
ency is  terribly  destructive  to  banks  and  other  financial  institu- 
tions. Our  model  consolidates  those  functions  under  the  division  of 
prudential  and  systemic  risk.  Everybody's  treated  alike.  All  audit- 
ing functions  are  performed  by  a  professional  service  operational 
division  shared  by  all  the  substantive  divisions. 

There's  only  one  Greneral  Counsel.  There's  only  one  chief  account- 
ant. There's  only  one  chief  economist,  and  everybody  is  harmoniz- 
ing and  rationalizing  the  regulatory  framework. 

I  commend  you.  Chairman  Riegle,  for  trying  to  get  something 
done.  It's  long  overdue.  And  you've  stepped  out  to  do  it.  Unfortu- 
nately, you're  limited  because  you're  the  Chairman  of  the  Banking 
Committee.  But,  I  think,  if  you  had  your  druthers,  and  you  could 
step  out  and  wash  the  slate  clean  and  say,  I'm  not  just  the  Chair- 
man of  the  Committee,  I  want  to  do  something  for  the  entire  finan- 
cial services  industry,  you  would  come  up  with  a  functional  model. 

I  don't  want  to  put  words  in  your  mouth,  but  you'd  come  up  with 
a  functional  regulatory  model.  I  urge  you  to  start  to  think  in  that 
direction. 

Thank  you  very  much. 

Senator  Bennett.  If  I  could  just  make  a  comment.  I've  been 
called  away,  but  I  appreciate  this  and  I  leave  you  with  this  thought 
that  comes  from  my  father.  You  say  that  the  Chairman  could  do 
a  whole  lot  better  if  he  weren't  just  the  Chairman,  if  he  had  a  clean 
slate.  My  father  said,  "We  legislate  at  the  highest  level  at  which 
we  can  obtain  a  majority." 

[Laughter,] 

Mr.  Sandner.  Get  the  votes. 

The  Chairman.  Here's  part  of  my  majority  right  here,  so  thank 
you  very  much  for  your  comments. 

I  just  want  to  say  that  I've  served  as  Chairman  of  this  Commit- 
tee for  6  years  now,  and  18  years  on  this  Committee,  and  have  also 
had  the  chance  to  serve  on  the  Finance  Committee,  and  on  the 
Budget  Committee,  which  are  the  three  financial  intersection  Com- 
mittees in  the  Senate. 

I'm  the  only  Senator  of  the  hundred  that's  in  all  three  places. 
But  it  affords  an  opportunity  to  get  more  of  a  sense  for  the  dynam- 
ics of  how  the  economic  system  works  or  doesn't  work.  If  you've  got 
Michigan  under  you  as  a  base,  that  helps,  too,  because  you  get  the 
auto  industry  and  a  lot  of  other  things. 
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The  rate  of  change  has  been  at  Hght-speed.  I  think  your  point 
about  what  swaps  were  6  or  7  years  ago,  or  other  things,  was  en- 
lightening. We've  gone  hurdhng  into  a  new  global  reality  that  we're 
not  conditioned  to  be  able  to  assimilate  in  real  time. 

There's  too  much  happening  at  once,  whether  it's  the  fall  of  the 
old  Soviet  Union  and  other  illustrations,  or  what  have  you.  I  think 
we're  way  behind  in  understanding  what's  happening,  and  the  mar- 
ket doesn't  wait.  The  market  goes  on.  It's  out  there  and  we're  lag- 
ging way  behind  with  this  regulatory  structure  that's  almost  like 
an  old  one-room  post  office  where  you  go  in  and  everything  gets 
sorted  by  hand. 

It's  not  quite  that  bad,  but  our  structure  was  designed  for  an- 
other time  and  other  circumstances,  and  the  reality  has  raced  away 
from  the  structure. 

Now  what  happens,  and  I  think  that  governmental  bureaucracies 
just  tend  to  do  this,  is  they  are  so  self-protective,  they  sink  deep 
roots  down. 

We  had  testimony  the  other  day  that  revealed  that  three-quar- 
ters of  the  personnel  base  of  the  Fed  is  in  banking  regulation,  and 
if  you  were  to  shear  that  off  and  just  concentrate  on  systemic  risk, 
the  clearance  system,  and  monetary  policy,  you  wouldn't  need  all 
those  bodies  out  there. 

Of  course,  that's  very  threatening  to  an  institution.  And,  I  think 
we're  running  into  that.  You're  seeing  a  lot  of  gorilla  dust  being 
thrown  up  about  how  bad  it  would  be  if  we  came  in  and  did  some 
tailoring  and  some  reshaping. 

I've  seen  this  a  thousand  other  times.  Bureaucracies  virtually 
never  want  to  surrender  anything.  When  I  think  of  17  regulators 
coming  in  and  elbowing  one  another  over  a  shrinking  market  sec- 
tor, you  can  see  why,  as  time  goes  on,  that's  just  going  to  continue. 
The  less  there  is  to  work  with,  the  more  intense  the  focus  is  going 
to  become. 

Meanwhile,  anything  that  can  get  lose  from  that  and  go  out  and 
function  in  some  other  way  is  going  to  be  long  gone.  I  think  that's 
what  we're  seeing.  We're  seeing  banking,  per  se,  repackaged  in 
front  with  a  different  facade  and  a  different  name. 

It's  one  thing  if  we  were  living  on  an  island,  disconnected  from 
the  rest  of  the  world.  But  in  the  international  world  of  economic 
realities  that  we  live  in  today,  if  we're  not  adjusting  and  out  on  the 
forefront,  I  think  there  are  huge  problems  associated  with  that. 

We've  seen  that,  as  you  say,  in  the  industrial  sector.  I  wouldn't 
want  to  imagine  where  we  would  be  if  what  innovation  there  has 
been,  that  you  cited,  for  instance,  at  the  Mercantile  Exchange,  were 
sitting  over  in  Tokyo  today,  or  sitting  some  other  place.  I  don't  see 
how  that  helps  us  in  a  lot  of  different  ways. 

I  think  the  time  has  come  to  consolidate.  I  think  we  have  a  win- 
dow of  opportunity  here  because  you've  got  a  Treasury  Secretary 
who  came  out  of  the  Senate,  who  understands  these  issues  pretty 
keenly,  and  is  willing  to  surrender  some  power  and  some  turf  for 
the  sake  of  a  better  regulatory  structure.  You  need  to  have  that 
willingness  and  you  need  to  have  a  President  who  wants  to  do  it. 

The  time  is  now.  And,  of  course,  the  Fed  is  fighting  a  very  vigor- 
ous rear  guard  action  in  order  not  to  have  to  move  on  consolidation, 
to  any  appreciable  degree,  at  least  as  far  as  they're  concerned. 
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I  thought  your  point  was  very  interesting.  It's  one  thing  to  argue 
for  competition  in  the  regulatory  banking  system.  But  when  it 
comes  to  bank  holding  companies,  the  Fed  is  not  suggesting  to  put 
somebody  else  in  the  business  to  compete  with  them. 

So,  if  somebody  doesn't  like  the  way  the  Fed's  regulating  it,  it's 
not  like  they  can  go  down  the  street  and  sign  up  with  somebody 
else.  It's  an  absolute  contradiction  and  their  argument  just  doesn't 
hold  water.  It  just  shoots  a  hole  right  through  their  whole  theory 
when  they  want  to  maintain  sole  control  over  bank  holding  compa- 
nies. They  want  to  have  it  both  ways.  They  want  the  contradiction 
in  a  way  that  serves  their  institutional  interest  as  they  see  it. 

In  any  event,  this  is  a  wonderful  hearing  record  that  we're  build- 
ing here  today  and  we've  got  Members  scattered  all  over  the  place 
that  can't  be  here  for  one  reason  or  another.  I  want  to  make  sure 
that  all  Members  will  have  a  chance  to  hear  and  absorb  this  testi- 
mony because  I  think  it's  so  highly  relevant  to  these  decisions. 

But,  Mr.  Connell,  you've  been  waiting  patiently,  and  Mr.  Kane, 
who's  been  here  before  with  us,  let's  get  to  you  and  then  we'll  try 
to  finish  up  here. 

STATEMENT  OF  LAWRENCE  CONNELL,  CO-CHAIR,  SHADOW 
FINANCIAL  REGULATORY  COMMITTEE,  WASHINGTON,  DC 

Mr.  Connell.  Thank  you,  Mr.  Chairman,  for  inviting  me  and 
Professor  Kane  to  offer  the  comments  for  the  Shadow  Financial 
Regulatory  Committee  on  proposals  to  consolidate  bank  regulatory 
apparatus. 

The  Shadow  Committee  has  issued  two  statements  on  the  sub- 
ject; one  on  December  13,  1993,  commenting  on  the  U.S.  Treasury 
Department  proposal,  which  we  regarded  as  a  good  first  step. 

Then  we  followed  that  up,  some  2  months  later,  with  statement 
103,  which  set  forth  certain  objectives  and  principles  which  my  col- 
leagues, who  are  much  experienced  in  bank  regulatory  matters,  felt 
were  important  when  you're  dealing  with  regulatory  structure, 
whether  it  be  the  Treasury  proposal  or  Mr.  Sandner's  proposal 
which,  by  the  way,  I  think  is  very  interesting,  and  has  a  lot  of  con- 
cepts which  should  be  taken  very  seriously. 

Let  me  begin  with  the  objectives  and  relate  them  very  quickly  to 
the  proposals  of  Treasury  and  the  Federal  Reserve. 

Clearly,  the  operational  efficiency  of  regulatory  agencies,  the 
Government,  and  the  institutions  that  they  regulate  are  important, 
and  we  feel  that  the  Treasury  proposal  meets  that  criterion  better 
than  the  Federal  Reserve's  for  two  reasons. 

There's  only  one  agency,  not  two,  at  a  savings  of  $150  million  to 
$200  million  a  year,  estimated,  but  more  important  again,  a  lessen- 
ing of  the  burden  on  the  regulated  itself,  which  allows  them  to  op- 
erate more  efficiently. 

The  second,  is  efficiency  of  financial  markets  in  the  allocation  of 
resources.  And  that  brings  products  and  services  to  the  consumer 
at  the  lowest  cost.  The  Treasury  proposal  would  meet  that  cri- 
terion, and,  in  particular,  in  regard  to  the  burden  of  the  Bank 
Holding  Company  Act  administration  under  the  Federal  Reserve, 
has  brought  to  that  efficiency  in  markets.  That's  very  closely  relat- 
ed to  the  third  objective. 


435 

Innovation  in  financial  markets.  Mr.  Chairman,  you  mentioned 
the  chartering  function  and  the  importance  of  that.  It's  the  charter- 
ing function  that  provides  the  dynamism  of  change  in  corporate 
life,  whether  it  be  a  bank,  an  insurance  company,  or  a  general  cor- 
poration. 

In  the  case  of  banking,  the  basic  charters  are  provided  by  the 
Federal  Grovemment  with  the  Comptroller  of  the  Currency  and  the 
Office  of  Thrift  Supervision,  and  by  the  various  State  authorities. 

The  Federal  Reserve,  while  not  directly  a  chartering  agency,  has 
essentially  assumed  that  role  in  its  administration  of  the  Bank 
Holding  Company  Act.  And,  over  the  years,  since  it  acquired  that 
authority  in  1968,  its  slow  response  has  contributed  to  the  loss  of 
market  share  that  you  and  others  have  mentioned  earlier. 

I  would  also  add  that  the  regulation  Q  administration,  over  that 
period  of  time,  largely  spawned  the  mutual  fund  industry.  To  con- 
tinue the  Federal  Reserve  in  the  regulatory  role,  I  think,  will  only 
stifle  institutions  in  the  years  ahead. 

The  fourth  objective  is  minimum  deposit  insurance  loss  exposure, 
and  certainly  the  experience  of  the  1980's  has  highlighted  that.  We 
believe  the  Treasury  proposal  could  be  improved  by  including  the 
Federal  Deposit  Insurance  Corporation  on  the  Commission  because 
its  funds  are  greatly  at  stake  in  all  of  this. 

Fifthly,  is  effective  monetary  policy.  The  Shadow  Committee  be- 
lieves monetary  policy  would  be  more  effective  if  the  Federal  Re- 
serve's attention  were  not  diverted  by  regulatory  issues,  and  also 
the  concern  that  there's  a  conflict  often,  or  can  be  a  conflict  be- 
tween regulatory  responsibilities  and  monetary  policy. 

The  Committee  also  came  up  with  a  number  of  principles  for  ac- 
countability and  regulatory  behavior,  and  they  are  the  following: 

Clarity  in  goals  and  policies.  When  you  have  four  agencies,  you 
find  that  clarity  of  goals  is  just  not  possible.  The  Treasury  proposal 
would  improve  that. 

The  transparency  of  policy  decision  and  underlying  decision  cri- 
teria. In  other  words,  why  were  the  things  done.  It's  very  important 
that  whatever  the  structure  is,  full,  honest,  and  timely  information 
be  provided  to  the  public  so  that  accountability  can  be  achieved. 

Third,  insulation  of  policies  from  short-term  political  decisions. 
We  believe  the  Treasury  proposal  falls  short  in  that  respect  be- 
cause the  Secretary  of  tne  Treasury  is  a  member  of  the  Commis- 
sion, and  we  suggest  substituting  the  Secretary  with  a  Federal  De- 
posit Insurance  Corporation  representative. 

Fourth,  the  assignment  of  potentially  conflicting  goals  to  sepa- 
rate agencies.  What  that  means,  really,  is  that  for  the  achievement 
of  accountability,  it's  better  to  externalize  conflicts,  get  it  out  on  the 
table  where  the  public  can  see  the  different  issues  more  clearly  and 
then  understand  the  efficacy  of  whatever  the  policy  decision  was. 

Whenever  someone  tries  to  tinker  with  the  Federal  Reserve's  reg- 
ulatory authority,  the  Federal  Reserve  brings  up  the  specter  of 
damage  to  its  ability  to  deal  with  systemic  risk  and  liquidity  crises. 

The  Treasury's  proposal  does  not,  in  any  way,  disturb  their  real 
role  in  dealing  with  the  systemic  risk  and  liquidity  crises,  mainly 
because  the  tools  are  the  discount  window,  open  market  operations, 
and  the  payment  system  authorities.  But,  once  the  Federal  Reserve 
raises  that  specter,  everybody  takes  a  dive;  Members  of  Congress, 
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elected  officials,  the  industry  itself,  and  even  economists  in  the 
field. 

The  Chairman.  Why  do  you  think  that  is?  Why  does  everybody 
take  the  dive  that  you  cited?  I  agree  with  you. 

Mr,  CONNELL.  I  think  for  two  reasons.  One  is  the  basic  secrecy 
that  surrounds  monetary  policy.  It's  a  field  that  people  don't  feel 
comfortable  with.  To  me,  it's  a  myth. 

The  Chairman.  It's  interesting.  This  is  how  I  described  it  the 
other  day.  If  you  remember  the  movie  the  "Wizard  of  Oz,"  at  the 
end  of  the  movie,  there's  this  fellow  behind  the  curtain,  and  he  has 
this  huge,  fearsome  voice  that  radiates  out  and  intimidates  every- 
body and  then  the  little  dog  goes  up  and  pulls  the  curtain  back  and 
it's  a  person  there  just  like  all  the  rest  of  us.  He's  created  this 
huge,  and  I  don't  mean  to  personalize  it  to  a  person  in  that  movie, 
but  i  think  the  Fed,  in  effect,  has  done  just  that. 

They've  created  this  impenetrable- — 

When  he  pulled  the  curtain  back,  it  sounds  like  garden  variety 
bureaucracy  in  many  ways  to  me.  Impenetrable  curtain  is  what  he 
said. 

If  the  Fed  were  to  lose  three-quarters  of  their  personnel  staff 
that  are  scattered  around  the  country  doing  bank  regulation,  if 
that  came  under  somebody  else's  umbrella,  I'm  not  sure  how  much 
longer  they'd  want  to  stay  in  the  business  of  banking  regulation  if 
they  didn't,  in  fact,  control  the  whole  fiefdom. 

Mr.  CoNNELL.  Yes,  Mr.  Chairman.  And  I  think  that  while  the 
Federal  Reserve  staff  are  superb  in  quality  and  dedication 

The  Chairman.  I  would  agree  with  that. 

Mr.  CONNELL.  The  role  is  just  not  suited  for  the  regulatory  side. 

As  was  mentioned  earlier,  there's  an  institutional  incapability  of 
exposing  the  Federal  Reserve  to  the  pressures  from  the  outside 
when  an  issue  might  be  taken  on,  such  as  the  ownership  of  an  S&L 
by  a  bank  holding  company  or  engaging  in  the  insurance  business. 
It's  just  not  going  to  be  put  at  risk.  A  chartering  authority  will  take 
that  risk  and  take  the  heat  up  here  or  wherever  else  and  the  deci- 
sion then  rendered  accordingly.  But,  if  you  look  very  carefully  at 
the  Federal  Reserves  authorities  that  now  exist,  I'd  like  to  focus  in 
on  the  payment  system  authorities. 

A  lot  of  people  look  at  the  discount  window  and  say,  well,  they 
can  still  lend.  Well,  not  everybody  has  to  borrow,  but  every  finan- 
cial institution  has  to  clear  its  checks  and  transfer  its  funds.  And 
the  Federal  Reserve  has  very  pervasive  authorities  in  there.  Each 
institution  has  a  limit  on  how  much  they  have  in  exposure  to  other 
banks  during  the  day.  It's  called  the  daylight  overdraft  limit. 

The  information  the  Federal  Reserve  gets  through  that  function, 
it's  ability  to  monitor  the  flows  of  funds  and  the  health  of  institu- 
tions involved  in  that  process,  give,  it,  really,  all  the  authority  it 
ever  needed.  It  reminds  me  of  the  days,  a  few  years  ago,  when  I 
was  advising  some  of  the  Federal  Home  Loan  banks  as  the  S&L 
industry  fell  apart,  and,  in  that  process,  I  was  analyzing  their  in- 
formation flow. 

There  were  three  types  of  ratings  for  an  S&L.  There  was  one 
from  the  credit  side  of  the  bank,  one  from  the  supervisory  side,  and 
one  from  the  examination  side. 
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I  found,  in  every  case,  that  the  credit  side  of  the  bank  was  down- 
grading the  savings  and  loan  and  hmiting  it's  authority  to  borrow 
before  the  examination  side  was  finding  out  it  was  a  problem  bank 
or  a  problem  S&L. 

I  think,  over  time,  the  same  thing  would  happen  with  the  Fed- 
eral Reserve.  They  would  do  things  somewhat  differently  in  the 
monitoring  of  banks,  but  they  would  do  it  through  their  credit  and 
payment  system  function,  when  they  could  do  it  just  as  effectively 
and  maybe  even  more  effectively  without  the  regulatory  burden. 

The  last  point  I'd  like  to  make,  Mr.  Chairman,  is  that  some  peo- 
ple have  argued  that  the  Federal  Reserve  needs  this  regulatory  au- 
thority to  arm-twist  or  persuade  banks  to  take  risks  in  crises,  such 
as  lending  to  the  less-developed  countries  or  the  governments  and 
so  on. 

I  think  that's  just  dealing  with  bigger  problems  in  the  future.  It's 
better  in  that  kind  of  situation  that  the  credit  risks  be  borne  di- 
rectly by  the  Federal  Reserve  and  not  indirectly  through  its  con- 
duits. 

That  concludes  my  testimony,  Mr.  Chairman.  And  thank  you  for 
inviting  me  to  speak. 

The  Chairman.  Mr.  Kane,  you're  batting  cleanup  today.  We'd 
like  to  hear  from  you  now. 

STATEMENT  OF  EDWARD  J.  KANE,  JAMES  F.  CLEARY  PROFES- 
SOR IN  FINANCE,  BOSTON  COLLEGE;  MEMBER,  SHADOW  FI- 
NANCIAL REGULATORY  COMMITTEE,  CHESTNUT  HILL,  MA 

Mr.  Kane.  Thank  you  very  much,  Mr.  Chairman. 

I  appreciate,  greatly,  this  opportunity  to  add  my  perspective,  as 
an  academic,  to  help  your  Committee  identify  what  are  the  real  is- 
sues and  what  are  only  the  imagined  issues  in  the  debate  over  reg- 
ulatory consolidation. 

What  makes  this  debate  hard  to  decode  is  that  efforts  to  reassign 
deposit  institution  regulatory  turf  have  covert  as  well  as  overt  di- 
mensions, as  previous  witnesses  have  been  saying.  Overtly,  all  par- 
ties want  to  serve  taxpayers  better.  Covertly,  parties  pursue  nar- 
rower goals  and  agendas  that,  in  varying  degrees,  conflict  with  this 
estimable  objective. 

As  usual,  the  front-line  warriors  in  the  struggle  for  financial  reg- 
ulatory consolidation  are  the  Treasury,  on  the  one  hand,  and  the 
Federal  Reserve  on  the  other. 

Overtly,  both  parties  seek  a  framework  of  prudential  supervision 
that  would  have  three  properties.  First,  it  would  be  easy  to  under- 
stand and  cost  efficient,  something  which  our  current  structure  is 
not.  Second,  it  would  dovetail  with  effective  strategies  of  monetary 
control.  Third,  it  would  be  responsive,  over  time,  to  opportunities 
offered  by  evolving  technologies  of  information,  communication,  and 
financial  contracting. 

But  enough  conflict  exists  among  these  overt  goals  that  either 
agency  can  promote  a  hidden  agenda  merely  by  ranking  these 
overarching  objectives  in  a  way  that  meets  the  unacknowledged 
purposes. 

Late  last  year,  Treasury  officials  renewed  the  debate  and  rede- 
fined interagency  battlelines  by  identifying  potential  benefits  that 
institutions  and  taxpayers  might  reap  from  eliminating  overlaps  in 
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institutions  and  taxpayers  might  reap  from  eliminating  overlaps  in 
Federal  supervisory  and  regulatory  authority.  Without  supporting 
evidence,  three  principal  classes  of  benefit  were  asserted:  increased 
accountability  due  to  a  more  straightforward  bureaucratic  struc- 
ture; greater  operational  efficiency  made  possible  by  bureaucratic 
consolidation;  and  more  flexible  and  less  conflictea  responses  to 
evolving  technological  opportunities. 

Emphasis  was  placed  on  eliminating  longstanding  bureaucratic 
conflicts  of  interest  that  have  come  from  housing  contradictory  re- 
sponsibilities in  a  single  agency:  between  the  Fed's  monetary  re- 
sponsibilities and  its  supervisory  and  regulatory  dominion  over 
bank  holding  companies  and  State-chartered  member  banks;  and, 
again,  between  the  FDIC's  narrow  concern  for  protecting  deposit 
insurance  reserves  and  its  broader  regulatory  and  supervisory  re- 
sponsibilities. 

Fed  spokespersons  have  reacted  as  if  they  perceived  the  Treas- 
ury's overt  objectives  to  be  an  ignoble  and  covert  turf  grab,  aimed 
at  reducing  the  political  clout  of  the  Fed,  and  further  curtailing  the 
ability  of  State  deposit-institution  regulators  to  influence  Federal 
banking  policies  as  strongly  as  they  did  during  the  unfolding  of  the 
deposit  insurance  mess. 

Articulating  these  suspicions  has  turned  the  debate  into  a  high- 
profile  shouting  match.  Top  officials  from  the  Fed  have  openly  ridi- 
culed the  Treasury  plan  and  countered  with  a  still-evolving  consoli- 
dation plan  of  their  own. 

The  Fed's  counterproposal  incorporates  three  turf-protecting 
thrusts.  First,  Fed  officials  denigrate  the  accountability  issue  by  as- 
serting that  the  threat  of  punitive  use  of  regulatory  authority  is  es- 
sential to  effective  monetary  management.  Second,  they  argue  that 
equal  operational  efficiency  and  even  greater  technological  adapt- 
iveness  could  be  obtained  as  benefits  of  regulatory  competition  by 
keeping  two  Federal  banking  regulators  in  play  at  the  Federal 
level.  Third,  they  used  their  responsibility  for  crisis  management 
as  a  fulcrum  for  time-honored  scare  tactics  that  assert  that  tne  Na- 
tion's economy  faces  a  dire  future  unless  the  Fed  is  made  one  of 
the  surviving  regulators. 

Fed  spokespersons  claim,  without  objective  evidence  or  logical  ar- 
gument, that  our  central  bank  would  have  done  an  even  worse  job 
in  dealing  with  the  1990-93  economic  slowdown  and  in  the  1982, 
1985,  and  1987  liquidity  crises,  had  it  not  enjoyed,  and  I  quote:  "di- 
rect, hands-on  involvement  in  supervision  and  regulation." 

The  spectacle  of  Fed  officials  congratulating  themselves  for  not 
having  altogether  fallen  on  their  face  in  recent  years  is  amusing. 
But  it  is  instructive  that  these  officials  have  not  chosen  to  compare 
their  monetary  policy  success  with  countries  such  as  Grermany  or 
Switzerland  that  have  operated  very  effectively  under  a  split  struc- 
ture. 

The  Shadow  Financial  Regulatory  Committee  issued,  as  my  col- 
league, Larry  Connell,  mentioned,  statements  on  regulatory  con- 
solidation in  December  1993  and  again  this  February. 

The  Shadow  Committee's  statement  number  100  suggests  an  im- 
portant but  straightforward  modification  in  the  composition  of  the 
Banking  Commission  proposed  by  the  Treasury.  Substituting  the 
FDIC  Chairman  for  the  Secretary  of  the  Treasury  would  better  bal- 
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ance  the  governing  board  and  neutralize  concerns  about  the  Treas- 
ury's gaining  turf  and  gaining  credit  allocation  leverage. 

More  importantly,  the  statement  urges  that  the  internal  organi- 
zational structure  of  the  consolidated  agency  be  designed  to  en- 
hance accountability. 

Part  II  of  the  Committee's  statement  number  103  cites  five  prin- 
ciples of  organizational  structure  that  foster  accountability  in  mon- 
etary and  regulatory  policymaking.  Each  is  very  brief,  but  took  us 
many  months  to  hammer  out,  and  so  I  urge  your  Committee  to  pay 
close  attention  to  them. 

The  first  is  clarity  in  goals  and  policies.  The  second  is  trans- 
parency of  policy  decisions  and  underljdng  decision  criteria.  Third, 
is  consistent  application  of  policies  across  institutions  and  over 
time.  The  fourth  is  insulation  of  policies  from  short-term  political 
considerations.  [Note,  we're  not  seeking  to  bar  long-term  political 
considerations  because  long-term  responsiveness  is  required  for  a 
well-functioning  Republic]  Fifth,  assignment  of  potentially  conflict- 
ing goals  to  separate  agencies. 

In  the  past,  Fed  officials  have  ofi^en  compromised  on  political  in- 
sulation, while  honoring  the  other  four  conditions  only  in  the 
breach.  My  own  past  research  and  past  testimony  before  this  and 
other  Congressional  Committees  emphasizes  that  the  Fed's  internal 
structure  is  directed  toward  suppressing,  rather  than  enhancing  ac- 
countability. 

Experience  tells  us  that  the  Fed  is  not  prepared  to  revise  its  in- 
ternal behavior  to  let  outside  observers  see  whether  and  how  it 
minimizes  the  adverse  effects  of  its  monetary  stabilization  activity 
on  the  fabric  of  regulated  institutions. 

Unless  Congress  adopts  and  applies  principles  like  the  ideals 
enunciated  by  the  Shadow  Committee,  it  cannot  reasonably  permit 
regulatory  and  supervisory  responsibility  over  any  banks  or  bank 
holding  companies  to  remain  with  the  Fed.  Such  an  assignment 
would  make  a  mockery  of  the  consolidation  exercise. 

To  conduct  monetary  policy  and  run  its  discount  window,  what 
Federal  Reserve  officials  need  is  not  a  friendly  and  conflict-prone 
supervisory  relationship  with  top  officials  of  major  banking  organi- 
zations, but  rapid  access  to  reliable  information  on  the  changing 
condition  of  individual  institutions  and  of  the  financial  system  as 
a  whole. 

The  current  information  system  and  supervisory  structure  fail  to 
give  Fed  policymakers  such  access  now,  and  the  Fed  plan  offers  no 
improvements  on  this  score. 

A  major  advantage  of  pushing  the  Fed,  kicking  and  screaming, 
out  of  the  supervisory  and  regulatory  business  would  be  to  force 
Federal  regulators  to  address  two  problems:  one,  of  collecting  more 
meaningful  information  from  banks,  and,  two,  of  making  this  infor- 
mation base  fully  accessible  across  agencies. 

Finally,  I  wish  to  express  my  astonishment  that  Federal  Reserve 
Governors  could  expect  the  public  to  believe  that  the  Treasury's 
proposed  Federal  Banking  Commission  would  be  "a  monolithic  mo- 
nopoly regulator"  bound  to  operate  in  an  inefficient  and  inflexible 
manner. 

Intense  competition  for  the  right  to  provide  financial  regulatory 
services  on  the  Federal  level  has  existed  in  financial  markets  for 
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at  least  25  years.  And  the  competition  has  expanded  steadily  into 
other  governmental  jurisdictions. 

Competitive  pressure  can  be  counted  upon  to  remain  intense 
enough  to  generate  strong  market  discipline  on  Federal  banking 
regulators,  irrespective  of  whether  Congress  votes  to  consolidate 
their  functions. 

Far  from  having  a  monopoly,  the  Federal  Banking  Commission 
would  have  to  compete  with  private  and  governmental  entities. 

By  private  entities,  I  mean  exchanges  and  clearinghouses,  and  by 
governmental  entities,  I  mean  commissions  all  around  the  world 
and  in  various  sub-national  jurisdictions. 

The  FBC  would  have  to  compete  with  entities  for  regulating 
nonbank  financial  institutions  and  the  foreign  activities  of  U.S. 
banks. 

As  financial  markets  have  globalized  and  nonbank  institutions 
have  developed  more  and  better  substitutes  for  traditional  banking 
products,  a  phenomenon  all  my  colleagues  on  this  panel  have  al- 
luded to,  multilevel  and  cross-industry  foreign,  State,  and  Federal 
competition  for  the  right  to  regulate  financial  services  has  simply 
become  unrelenting. 

Continued  advances  in  the  technologies  of  information,  commu- 
nications, and  financial  contracting  can  be  counted  on  to  keep  the 
Federal  Banking  Commission  under  disciplinary  pressure  from  a 
host  of  substitute  regulators.  If  the  FBC  does  a  Dad  job,  its  domin- 
ion will  shrink  and  its  industry  will  come  before  your  Committee 
to  complain  about  it. 

Indeed,  as  the  S&L  insurance  mess  shows,  the  strength  of  pres- 
sure from  cross-industry  and  global  competition  is  what  makes  es- 
tablishing better  accountability  for  Federal  supervisory  and  regu- 
latory performance  such  a  critical  task. 

The  British  TV  program  "Yes,  Minister"  presents  endless  vari- 
ations on  a  single  theme:  That  in  an  environment  of  compromise 
and  accommodation,  political  solutions  mercilessly  slaughter  prin- 
ciples of  good  Government. 

I  urge  your  Committee  to  apply,  rigorously,  to  current  and  future 
restructuring  proposals,  the  test  of  whether  and  how  they  advance 
the  five  principles  of  good  Grovernment  enunciated  earlier:  clarity 
in  goals  and  policies;  transparency  of  policy  decisions  and  underly- 
ing decision  criteria;  consistent  application  of  policies  across  insti- 
tutions and  over  time;  insulation  of  policies  from  short-term  politi- 
cal considerations;  and  fifth,  and  critical  to  all  of  this,  assignment 
of  potentially  conflicting  goals  to  separate  agencies. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Thank  you  very  much. 

Let  me  thank  all  of  you  again. 

There  are  a  couple  of  things  I  want  to  cover. 

I've  not  run  a  time  clock  today  because  I  wanted  everybody  to 
have  the  time  to  lay  this  out,  and  I  think  what  you've  all  had  to 
say  has  been  extremely  valuable. 

I  want  to  cut  through  a  little  bit  of  what  I  think  of  as  the  "Fed 
fog"  on  this  issue.  Witn  all  due  respect  to  their  professionalism,  to 
Alan  Greenspan  and  the  others,  they  are  a  professional  organiza- 
tion, and  we  have  a  very  fine  working  relationship  with  them.  But, 
this  issue  as  to  function  and  domain  and  consolidation  is  separate. 
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in  my  view,  from  the  question  of  their  professionalism  in  other  re- 
spects. 

I  think  a  lot  of  fog  has  been  thrown  up  here  by  the  Fed,  pre- 
viously, that  we  really  need  to  cut  through  to  make  some  sound 
judgments. 

Now,  each  of  you  have  said,  one  way  or  another,  that  this  argu- 
ment by  the  Fed  that  the/ve  got  to  have  this  supervisory  and  regu- 
latory power  over  the  banks,  is  somehow  critically  connected  to 
their  ability  to  conduct  monetary  policy  or  deal  with  systemic  risk. 

I  think  each  of  you  have  now  said  you  don't  buy  that  argument, 
but  I'd  like  to  just  go  right  down  the  table  on  that  point  and  have 
you,  in  an  economy  of  words,  put  in  your  own  phrases,  your  view 
on  whether  or  not  they  need  this  supervisory  regulatory  authority 
in  order  to  effectively  conduct  monetary  policy  and  deal  with  sys- 
temic risk. 

Let's  just  go  right  down  the  table  with  Mr.  Longstreth  first. 

Mr.  Longstreth.  I've  said  I  don't  think  they  need  it.  The  fact  is 
that  they  have  very  little  power  now  over  the  banking  system  as 
represented  by  banks,  as  opposed  to  holding  companies.  The  infor- 
mation necessary  to  conduct  monetary  policy,  and  the  information 
which  is  somewhat  different  to  deal  with  systemic  risk,  is  much 
more  vast  than  would  be  available  to  them  through  supervisory 
sources  anyway. 

As  to  regulation,  it  has  virtually  nothing  to  do  with  this.  So,  I 
think  that's  the  point. 

I'd  like  to  just  add  that  if  one  accepts,  as,  I  think,  probably  every- 
one at  this  table  would,  Don  Howard's  assessment  that  the  Fed  has 
been  the  most  conservative,  the  most  reluctant  to  embrace  change, 
among  all  the  regulators,  and  if  one  also  accepts  the  statement  you 
made,  and  I  think  we  all  would,  that  the  Fed  is  well-meaning  and 
consists  of  extremely  talented  professionals,  then  you  have  to 
search  for  an  explanation  of  why  they  have  been  so  slow  to  em- 
brace change  to  the  detriment  of  the  banking  industry. 

I  think  the  real  source  for  that  explanation  is  the  conflicting  pur- 
poses that  they've  been  assigned  to  carry  out.  That  is  the  source 
of  their  problem,  and  that's  hurt  the  banking  industry. 

The  Chairman.  That's  interesting. 

So,  in  effect,  vou're  saying  that  this  regulatory  and  supervisory 
role  has  a  paralyzing  effect  on  their  ability  to  think  more  broadly 
about  the  banking  charter. 

Mr.  Longstreth.  I  don't  think  they  have  thought  deeply  about 
the  banking  charter  in  their  exercise  of  supervisory  and  regulatory 
authority  because  they^re  thinking  about  other  issues:  namely, 
monetary  policy  and  systemic  risk. 

The  Chairman.  Mr.  Howard. 

Mr.  Howard.  I  absolutely  agree  with  Bevis  on  that.  I  think  the 
Fed  has  all  the  tools  it  needs  to  conduct  monetary  policy,  aside 
from  regulatory  powers.  It's  got  all  it  needs. 

I  think  it's  asking  for  regulatory  power  is  a  little  bit  like  Norman 
Schwarzkopf,  as- he  looks  at  his  Desert  Storm  troops  saying,  you 
know,  I've  got  this  many  tanks,  I've  got  this  many  airplanes,  I've 
got  this  many  battleships  and  aircraft  carriers,  and  then  turning 
to  his  aide  and  saying,  I  need  my  45  before  we're  ready  to  go  to 
battle. 
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The  Chairman.  Mr.  Petty. 

Mr.  Petty.  I  would  just  endorse  what's  preceded  me  and  say  that 
your  best  argument,  sir,  is  the  examples  of  situations  that  have 
nothing  to  do  with  bank  regulational  failures  and  that  the  Fed  has 
intervened  very  successfully  in  providing  stability  to  the  currency. 

I  gave  the  examples  of  Drexel  Burnham,  the  Ohio  failures,  Penn 
Central,  and  the  currency  crises.  The  Fed  has  the  tools,  and  it  uses 
them  effectively.  And  it's  not  bank  regulatory  related. 

One  last  point.  The  Fed  has  these  dual  responsibilities,  regula- 
tion and  monetary  policy.  Clearly,  monetary  policy  is  first  and  fore- 
most and  with  that,  preserving  their  independence.  There's  a  politi- 
cal dimension  to  that,  too.  Everything  else,  regulation,  etc.,  is  sixth 
or  seventh  on  their  priority  list. 

The  Chairman.  Mr.  Sandner. 

Mr.  Sandner.  It's  hard  for  me  to  accept  the  validity  of  the  argu- 
ment of  the  Federal  Reserve — notwithstanding,  as  I  said  before,  the 
admiration  I  have  for  Alan  Greenspan.  First,  if  the  numbers  are 
correct,  the  Federal  Reserve  is  only  supervising  18  percent  of  the 
assets — 7  percent  of  the  institutions.  Two,  the  Fed  is  deriving  a  lot 
of  information  from  other  banking  entities  and  regulators.  And, 
three,  the  Fed  is  going  to  be  a  part  of  the  Federal  Banking  Com- 
mission, so  it  is  going  to  get  the  necessary  information. 

If  information  is  what  helps  them  decide  monetary  policy,  there 
is  going  to  be  an  abundance  of  information.  I  propose  we  ask  Alan 
Greenspan  and  the  Fed,  "What  information  do  you  need  more  than 
what  we've  already  given  you?  Tell  us."  When  the  Fed  responds, 
perhaps  it  will  be  easy  to  give  it  exactly  what  it  needs. 

The  Chairman.  I  think  that's  a  brilliant  question,  and  I  think 
that's  the  question  that  punctures  their  argument.  They  don't  want 
that  question  because  it  strips  everything  else  away.  Because 
you're  quite  right.  They,  in  a  sense,  have  the  information  now. 
They  can  have  all  the  information  they  need. 

I  think  the  decisions  they  make  are  not  being  driven  by  their 
breaking  out  of  the  regulatory  functions  they  have.  I  think  that's 
a  very  good  way  to  strip  this  thing  down  to  its  essentials. 

Mr.  Connell. 

Mr.  Connell.  Thank  you,  Mr.  Chairman. 

I  have  very  great  difficulty  in  seeing  how  administration  of  the 
Truth-In-Lending  laws  has  any  involvement  with  systemic  risk. 
That's  the  first  point  I'd  like  to  make. 

The  second  point  is  that  the  Treasury  proposal  gives  the  Federal 
Reserve  adequate  information,  and  it  also  gets  information  from 
other  sources.  It  gives  it  adequate  ability  to  communicate  with  the 
other  regulatory  agencies.  It  gives  it  participation  in  the  regulatory 
process  by  the  seat  on  the  Federal  Banking  Commission.  So,  the 
Federal  Reserve  is  in  the  loop,  and  in  the  loop  quite  adequately. 

Third,  nobody  likes  change  done  to  them,  usually,  but,  I  believe, 
that  while  the  Federal  Reserve  might  have  to  do  things  a  little  dif- 
ferently, they're  going  to  do  them  with  many  of  the  same  people  ac- 
tually, I  think  the  credit  function  will  employ  a  certain  number  of 
the  people  that  were  in  the  examination  function  before,  but  they're 
going  to  be  better  focused.  They're  going  to  be  focused  on  the  expo- 
sure to  the  Federal  Reserve's  resources  as  well  as  the  market,  and 
they're  going  to  make  the  decisions  in  a  sharper  fashion,  undis- 
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tracted  by  other  regulatory  issues  that  may  be  floating  around  at 
the  time. 

The  Chairman.  Mr.  Kane. 

Mr.  Kane.  I  echo  the  sentiments  that  have  gone  before  me.  The 
economics  of  the  Fed's  argument,  that  it  has  to  have  regulatory  and 
supervisory  power  to  conduct  monetary  policy  smd  to  control  sys- 
temic risks  and  potential  crises,  just  doesn't  float. 

This  claim  is  simply  scare  tactics.  Such  tactics  have  served  the 
Federal  Reserve  well  in  the  past  in  fending  off  attacks  upon  its  bu- 
reaucracy. We  have  to  remember  that  the  Fed  is,  looking  at  it 
observationally,  an  enormous  bureaucracy.  And,  as  a  bureaucracy, 
it  craves  turf. 

This  is  not  to  say  that  this  bureaucracy  does  not  do  its  job  for 
the  Nation  as  well  as  it  can.  That  is  the  prime  focus  of  its  ever- 
changing  leadership.  But,  just  below  this  leadership,  I  think,  are 
people  very  worried  about  the  long-term  status  of  the  Fed  as  an  or- 
ganization. Protecting  its  turf  has  become  the  prime  objective  for 
them.  This  concern  has  distracted  the  leadership's  attention  from 
the  dynamic  needs  of  the  industry  and  sometimes  even  from  needs 
of  the  larger  economy.  It's  made  Fed  officials  a  little  slow  to  move, 
in  response  to  internal  criticism  that  a  mis-step  might  be  punished 
by  a  loss  of  turf. 

Turf  concerns  have  distorted  Fed  performance  in  supervision  and 
regulation.  I  agree  with  the  others,  that  Fed  officials  have  done  a 
relatively  laggard  job  in  supervision  and  regulation.  They  come  to 
understand  what  the  market  has  done  a  year  to  a  year  and  a  half 
late. 

The  CHAraMAN.  I  just  asked  the  staff  if  we  know  what  the  size 
of  the  staff  of  the  Bundesbank  is,  going  back  to  the  earlier  ref- 
erence. We're  fetching  that  number.  We  may  have  to  put  it  in  the 
record. 

Mr.  Petty.  Much  smaller. 

The  Chairman.  It's  much,  much  smaller. 

Does  anybody  know  the  approximate  figure?  It  would  be  dwarfed 
by  the  scale  of  the  number  of  people  working  for  the  Federal  Re- 
serve. 

Mr.  Petty.  I'd  make  a  comment,  sir,  too.  I  think  that  the  Treas- 
ury proposal  has  made  more  compromises  with  the  Federal  Reserve 
than  the  merits  of  the  case  requires,  though  it  may  be  necessary 
for  political  reasons,  as  Mr.  Bennett  reminded  us.  But,  on  the  mer- 
its of  the  case,  Treasury  has  already  leaned  over  pretty  far  back- 
ward. 

The  Chairman.  I'm  concerned  about  that  because  the  other  ques- 
tion I  wanted  to  pose  to  you  is  that  maintaining  the  status  quo  is 
not  cost-free.  We've  talked  today  about  some  of  the  costs,  but  I 
think  there  are  some  even  bigger  risks  than  just  the  waste  of  re- 
sources and  the  impact  on  the  broader  economic  vitality  of  the 
country.  That,  to  me,  is  a  very  material  issue. 

It  seems  to  me,  if  we  miss  this  opportunity  and  we  just  drift 
down  the  road,  as  is,  with  this  balkanized,  overlapping,  inefficient 
structure,  it  may  be  several  years  again,  before  we  get  back  to  it. 

You've  got  to  get  the  stars  in  alignment.  You've  got  to  get  a 
Treasury  Secretary  that's  willing  to  get  out  and  lead  and  take  on 
some  of  the  mythology.  You've  got  to  nave  a  Chairman  of  this  Com- 
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mittee  that's  willing  to  do  it,  and  you've  got  to  have  top-flight  pro- 
fessional experts  and  observers  like  yourself,  who  are  willing  to 
come  forward  and  puncture  these  myths  and  put  themselves  on  the 
line  to  do  so. 

And  the  press  has  to  pay  attention.  They  have  to  sort  these  argu- 
ments out  and  get  past  the  gorilla  dust  that  gets  thrown  up  here 
by  the  Fed,  and  really  take  a  hard  look  at  what's  involved. 

I  think  you've  provided  a  lot  of  insight  today.  My  sense  is  that 
if  we  just  drift  down  the  road  the  way  we  have  been,  for  another 
decade,  that  there  are  some  other  risks  here  that  we  ought  to  put 
on  the  table. 

The  status  quo  is  not  a  cost-free  course  open  to  us.  How  would 
you  describe  those,  Mr.  Longstreth,  if  we  just  leave  this  in  place 
for  the  next  decade? 

Mr.  Longstreth.  Other  people  have  alluded  to  it,  as  I  have  in 
my  testimony.  I  think  the  competition  now  is  global  and  it's  a  com- 
petition not  only  among  the  players  who  are  out  there  trying  to 
make  money  or  reduce  risk  or  hedge  or  whatever.  It's  a  competition 
among  cities  and  countries  and  their  regulators  to  build  the  best 
system  of  regulation,  by  which  I  would  mean  the  least-cost  system, 
to  assure  the  minimum  amount  of  regulation  that's  necessary  to 
meet  problems  not  handled  by  competition,  vibrant  competition. 

The  cities  and  countries  of  the  world  are  competing  furiously  to 
attract  business.  So  the  costs  to  our  country  and  to  our  cities,  in- 
cluding New  York  City,  where  I  come  from,  of  failing  to  rebuild  our 
system  of  regulation  in  a  sensible,  cost-efficient  way,  the  cost  to  the 
country  is  very  great,  and,  I  think,  it's  totally  ignored — not  totally 
ignored,  but,  for  the  most  part,  ignored  by  those  here  and  in  Ad- 
ministrations over  many  years,  based  on  the  confidence  we  have 
that  we  are  the  best  and  so  preeminent  that  we  don't  need  to  worry 
about  what's  going  on  elsewhere  in  the  world. 

But,  as  the  super-highway  of  information  and  commimications 
continues  to  build,  it's  very  easy  for  Goldman  Sachs  or  Morgan 
Bank  to  move  their  center  of  operations  elsewhere  and  still  reach 
every  corner  of  the  globe  in  their  business  dealings. 

That,  I  think,  is  the  biggest  risk  that  we  face  by  just  fiddling 
around  with  a  system  that  is  a  result  of  history  and  not  logic. 

The  CHAffiMAN.  Mr.  Howard. 

Mr.  Howard.  Mr.  Sandner  talked  a  fair  amount  about  the  pace 
of  change  and  the  acceleration  in  the  financial  services  world. 
That's  real  and  it  is  accelerating. 

The  internationalization  is  a  fact  and  the  failure  to  respond  to 
tomorrow's  problems  with  yesterday's  solution  is  going  to  be  very 
painful  to  us  in  the  future.  If  banks  are  not  able  to  compete  for  cap- 
ital, the  banks  will  decline  and  the  economy  will  worsen. 

And  the  banks  must  be  profitable  to  attract  the  capital  they  need 
to  expand  and  do  things  into  the  future.  If  they  are  not  able  to  do 
that,  if  they  are  constrained  by  regulation  from  doing  these  kinds 
of  fascinating,  new,  and  very  profitable  and  exciting  things,  which 
they're  better  equipped  to  do  than  most  others,  they  will  decline  as 
a  factor  in  the  United  States,  and  the  rest  of  the  world  will  take 
over  that  role. 

The  Chairman.  Mr.  Petty. 
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Mr.  Petty.  The  continued  diminution  of  the  role  of  the  banks 
would  be  the  cost.  Constraints,  limiting  managers'  responsibility  to 
react  to  the  marketplace  developments.  Where  were  they  2  years 
ago,  3  years  ago?  Not  as  responsive,  not  as  competitive  as  they 
might  have  been  or  they  should  be. 

The  Chairman.  If  I  may  just  interrupt,  it's  very  interesting. 
We've  got  a  proposal  we're  going  to  bring  to  the  Senate  floor  within 
the  next  week  or  so,  as  things  are  now  scheduled,  to  securitize 
business  loans  by  banks,  which,  in  a  sense,  is  a  hybrid  response  to 
precisely  what  we're  talking  about. 

We're  talking  about  the  fact  that  the  banks,  in  order  to  get  more 
capital  out  to  let  our  free  enterprise  system  work,  have  a  chance 
to  function  in  this  country,  in  cities,  and  elsewhere.  We're  going  to 
help  the  banks  by,  in  a  sense,  connecting  them  to  markets  beyond 
themselves  so  they  can  originate  loans  and  securitize  them  and  get 
them  out  to  a  place  where,  in  effect,  there's  a  more  robust  access 
to  capital. 

Mr.  Petty.  You  touch  a  sore  point  and  a  tender  issue  with  me, 
sir. 

Ten  years  ago,  my  bank  and  I  innovated  securitizing  automobile 
receivaoles  passed  through  into  the  marketplace.  We  were  the  first 
one  that  did  it.  And  that  was  originally  created  by  my  bank.  We 
then  wanted  to  be  co-manager  of  those  funds,  selling  it.  That 
brought  us  into  the  securities  laws  and  a  violation.  We  got  sued  by 
the  Securities  Industry  Association.  The  things  we  invented,  cre- 
ated, and  originated  ourselves  we  were  not  allowed  to  bring  to  the 
marketplace  and  share  the  managing  fee. 

Mr.  Sandner.  Senator  Riegle,  I  agree  with  the  panelists,  but  I 
would  like  to  use  our  industry  as  an  example  of  what  can  happen 
when  Government  is  not  responsive. 

First  of  all,  about  12  or  15  years  ago,  there  wasn't  another  ex- 
change like  ours  outside  of  North  America.  Today,  there  are  about 
65  derivative  exchanges,  and  they  are  not  65  insignificant  competi- 
tors. For  example,  LIFFE,  in  London,  which  was  created  about  10 
years  ago,  is  now  the  second  largest  exchange  in  the  world — in 
terms  of  open  interests. 

I  told  you  that  the  CME's  open  interests  stood  at  6,300,000  con- 
tracts. The  next  largest  domestic  exchange  is  the  Chicago  Board  of 
Trade,  with  about  2,300,000  open  positions.  The  LIFFE  in  London 
has  about  4  million  open  positions.  The  MATIF  in  Paris  holds 
about  2.5  million  open  positions.  Next  in  line  is  the  Singapore 
International  Monetary  Exchange. 

These  international  exchanges  have  grown  by  copying  our  con- 
cept. Fine!  That's  competition. 

Unlike  U.S.  exchanges,  our  foreign  competitors  don't  have  to  go 
through  a  regulatory  approval  process.  When  we  create  a  product, 
we  have  to  go  through  a  regulatory  approval  process  that  takes  6 
months,  1  year,  18  months.  Our  competitors  decide  on  a  new  prod- 
uct and  say,  we'll  just  list  it  at  LIFFE  or  MATIF  or  the  DTB  in 
Germany. 

I  fear  that  this  disease  that's  in  our  system  of  regulation  will  do 
what  Mr.  Petty  just  said;  cause  a  further  diminution  of  the  banks 
in  the  United  States.  They  already  have.  We  don't  have  one  bank 
in  the  top  25.  Citicorp  alleges  that  they  might  be  25.  I  don't  know. 
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The  foreign  banks  will  get  stronger  because  they  can  do  the 
things  they  need  to  do  to  compete  and  to  grow.  Our  banks  will 
shrink  to  the  point  that  the  foreign  banks  can  pick  off  our  banks. 
You  can  see  the  landscape  and  where  that  path  leads  us. 

In  Chicago,  the  Harris  Bank  is  no  longer  owned  by  a  domestic 
bank;  it's  owned  by  the  Bank  of  Montreal.  The  LaSalle  Bank  was 
bought  by  ABN  Amro.  There  have  been  bids,  we  all  know,  on  First 
Chicago. 

Finally,  the  Continental  was  purchased  by  a  domestic  bank. 
Bank  of  America.  But  the  bigger  ones  swallow  up  the  smaller  ones 
and  the  bigger  ones  are  going  to  be  the  foreign  ones  if  we  don't 
allow  our  banks  in  the  United  States  of  America  to  grow  and  to 
compete. 

You  just  take  that  time  line  down  about  10  years,  and  you'll  see 
a  completely  different  landscape  in  America  in  the  banking  system 
if  we  don't  do  something.  Then,  the  only  thing  we'll  be  able  to  do 
is  protectionist  legislation. 

The  CHAraMAN.  It's  so  interesting  that  you  use  the  word  "dis- 
ease." It's  the  kind  of  thing,  too,  at  the  end  of  the  decade,  let's  say 
we  stay  on  this  track  and  we  go  down  another  decade,  you've  got 
some  hollowed-out  institutions.  There's  a  certain  regulatory 
deniability. 

I  mean,  the  people  who,  in  effect,  may  well  have  hastened  the 
demise  will,  at  the  end  of  the  decade,  be  blame-free.  They  said  we 
did  our  job  and  we  were  out  there,  and  it's  like  how  many  people 
can  you  put  on  a  acre  of  land.  Pretty  soon  you  get  enough  people 
on  the  acre,  you  can't  raise  anj^hing  because  everybody's  trampling 
what's  trying  to  grow. 

That's  another  thing  I've  learned  here,  and  that  is  that  at  the 
end  of  the  game,  the  people  who  run  the  process  can  usually  do  it 
in  a  way  where,  if  it  blows  up  or  if  it's  tanked  in  one  way  or  an- 
other, that  there's  a  way  to  insulate  themselves  from  the  respon- 
sibility. 

So  you  don't  even  have  that  working  for  you.  You  don't  even  have 
the  notion  that  at  the  end  of  the  game,  that  bureaucracy  has  to  tee 
itself  up  against  the  fact  that,  if  something  caves  in,  the  respon- 
sibility is  going  to  come  back  and  attach  to  what  they  did  or  didn't 
do. 

That's  an  insidious  part  of  bureaucracy.  Once  you  get  down  into 
the  bowels  of  the  bureaucratic  governmental  institution,  you  can't 
get  hold  of  anything.  And  so,  at  the  end  of  a  period  of  time,  a  dec- 
ade or  whatever,  people  go  on  their  way  and  whatever  has  been  ac- 
complished or  not  done  properly,  is  left  behind. 

It  seems  to  me  we've  got  an  awfully  strong  case  on  the  table  here 
to  wake  up  and  bring  ourselves  into  the  late  twentieth  century  and 
get  ready  for  the  next  century,  so  we're  not  backing  into  it  but 
going  into  it  straight  on. 

Mr.  Sandner.  You  honed  in  on  accountability,  which  is  a  very 
critical  issue.  Sometimes  it  is  brushed  aside,  when  we  look  at  the 
problems  of  the  regulatory  process. 

The  Chairman.  Ten  years  from  now,  I  would  predict  right  now, 
there  won't  be  a  single  member  of  the  Fed  Board  still  on  the  Fed 
Board.  They'll  all  have  gone  off  to  whatever  end. 
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So  they're  not  going  to  have  to  live  and  carry  the  weight  of  what 
they  did  or  didn't  do  at  this  particular  time,  especially  in  an  area 
like  this,  which  is  more  arcane. 

Mr.  Connell. 

Mr.  Connell.  The  longer  regulatory  adjustment  lags  the  market, 
the  more  costly  it  is  to  the  market,  whether  it's  reg  Q  and  adjust- 
able rate  mortgages,  in  the  case  of  the  S&L  industry,  which  ended 
up,  although  resisted  by  the  industry,  itself,  and  the  agency,  it 
ended  up  destroying  the  industry,  among  other  things. 

The  same  holds  true  with  Glass-Steagall  and  the  efficiencies  that 
are  now  lacking  or  the  potential  efficiencies  lost  in  the  securiti- 
zation of  loans  and  the  other  provision  of  services  to  the  public. 

'The  same  is  true  with  McFadden  and  branching  and  the  ineffi- 
ciency of  having  to  use  holding  companies  over  State  lines  to  oper- 
ate, again  bringing  the  service  to  the  public  inefficiently.  It  could 
mean  jobs  if  the  exchanges  aren't  properly  regulated.  That  business 
can  move  overseas.  That's  a  global  business.  That  means  jobs  of  all 
sorts  in  the  United  States. 

The  same  holds  true  for  the  structure  of  the  regulatory  agencies. 
The  longer  it  continues,  today,  the  way  it  is,  the  more  costly  it's 
going  to  be  to  the  public  directly,  in  salaries  and  other  administra- 
tive expenses.  Even  more  costly  than  the  burdens  on  the  institu- 
tions themselves,  and  more  costly  in  terms  of  the  cost  to  the  gen- 
eral public  with  the  lack  of  innovation  and  progress  as  markets 
change. 

The  Chairman.  Mr.  Kane. 

Mr.  Kane.  Mr.  Chairman,  you  compared  the  Fed  to  the  "Wizard 
of  Oz."  To  illustrate  the  consequences  of  keeping  the  Fed  in  its  con- 
flicted role,  I  would  like  to  cite  another  work  of  children's  lit- 
erature, "Humpty  Dumpty."  All  the  King's  horses  and  all  the  King's 
men  couldn't  put  Humpty  together  again. 

Suppose  the  pace  of  globalization  and  the  technological  change 
that's  driving  it  lasts  for  another  decade  and  the  Federal  Reserve 
continues  to  sacrifice  its  supervisory  responsibilities  to  larger  pur- 
poses. 

We  are  going  to  move  a  lot  of  potential  banking  business  abroad, 
business  that  will  never  come  back.  This  would  be  sad,  given  that 
our  Nation  has  equipped  people  with  human  capital  and  financial 
capital  in  enterprises  that  we  needlessly  handicap. 

Technological  change  outmodes  regulatory  rules.  It  supports  the 
circumvention  of  inherited  rules  and  forces  regulators  either  to 
make  a  reasonable  adaptation  or  to  see  their  regulatees'  business 
go  elsewhere. 

If  an  industry's  regulators  are  not  motivated  to  make  as  apt  a 
response  as  the  parties  they  regulate,  then  the  industry  will 
shrink. 

What  disturbs  me,  on  the  point  of  accountability,  is  Fed  pre- 
sumptions of  near-infallibility.  I  cannot  remember  any  case  where 
Fed  officials  have  either  taken  blame  for  their  slow  hand  or  admit- 
ted any  supervisory  failures. 

Take  the  case  of  the  Hunt  Brothers'  silver  speculation.  I'm  sure 
your  Committee  held  hearings  on  this.  I  looked  at  the  case,  briefly, 
a  long  time  ago.  But  as  I  read  it,  Fed  officials,  honestly,  thought 
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they  had  done  a  wonderful  job.  Yet,  their  response  to  this  situation 
was  fraught  with  questionable  actions. 

The  Chairman.  BCCI,  a  recent  example  of  that,  falls  right  into 
the  regulatory  area. 

Mr.  Kane.  Again,  I  haven't  studied  Drexel  Lambert,  but  Fed  offi- 
cials all  but  break  their  arms  patting  themselves  on  the  back  for 
that  one. 

The  Chairman.  Let  me  say  to  you,  again,  how  much  I  appreciate 
the  time  and  thoughtfulness  that's  been  expressed  here  as  well  as 
all  the  professional  years  and  decades  of  wisdom  that  you've 
brought  into  the  Committee  room  today. 

As  Chairman,  I  appreciate  that.  I  appreciate  the  fact  that  we  can 
have  this  important  set  of  presentations  and  build  a  record  that 
really  has  some  weight  to  it  in  terms  of  the  quality  of  the  points 
that  have  been  made,  and  the  experience  and  the  expertise  each  of 
you  bring. 

I  think  the  Fed  has  put  forward  an  unsustainable  position  here. 
I'm  going  to  do  everything  I  can,  constructively,  to  try  to  move 
them  off  that  position,  because  I  think  it's  in  the  public  interest. 
In  fact,  I  think  it's  in  their  own  interest  to  be  willing  to  accept  the 
kind  of  rationalization  and  streamlining  that's  needed  here. 

I  think,  in  fact,  they'd  be  able  to  do  a  better  job  on  the  things 
that  they  really  need  to  concentrate  on:  monetary  policy,  the  pay- 
ment system,  and  issues  of  systemic  risk. 

We've  got  other  people  that  can  go  out  and  do  the  supervisory 
and  regulatory  function  and  the  Fed  can  have  access  to  that  infor- 
mation on  whatever  basis  they  want.  They  can  have  it  all. 

In  fact,  if  they're  on  the  Commission,  they  will  have  it  all  and 
will  have  it  whether  they're  on  or  off  the  Commission.  They  can 
have  it  on  a  real  time  basis.  We  know  we  can  array  this  informa- 
tion anyway  anybody  wants  it  and  have  it  available. 

So  we're  going  to  press  very  hard  there,  because  I  think  the  Fed 
has  a  responsibility  that's  bigger  than  just  to  itself  and  just  to  it's 
history  and  the  hubris.  I  think  the  responsibility  here  is  to  accom- 
modate these  broader  market  needs  and  to  be  willing  to  adjust  to 
these  realities. 

I  don't  view  this  as  an  unfair  impingement  on  their  ability  to 
function.  To  the  contrary,  I  think  this  is  something  where  they 
have  a  large  contribution  that  they  can  make  by  showing  a  willing- 
ness to  think  anew  here,  and  help  us  accomplish  an  orderly  ration- 
alization of  the  system. 

I  hope  they'll  see  the  wisdom  of  that  position.  I  think  it  would 
be  very  helpful  to  the  country  and  very  helpful  to  them. 

Thank  you  all  very  much.  The  Committee  stands  in  recess. 

[Whereupon,  at  12:25  p.m.,  Wednesday,  March  9,  1994,  the  Com- 
mittee was  adjourned,  subject  to  call  of  the  Chair.] 

[Prepared  statements  of  witnesses  follow:] 
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PREPARED  STATEMENT  OF  SENATOR  ALFONSE  M.  D'AMATO 

Mr.  Chairman,  I  commend  you  once  again  for  convening  this  series  of  hearings 
on  regulatory  consolidation.  I  join  you  in  welcoming  today's  panel  of  expert  wit- 
nesses and  look  forward  to  hearing  their  testimony. 

Consolidating  the  bank  regulatory  agencies  would  go  a  long  way  toward  moderniz- 
ing our  financial  system  and  advancing  "good  Government."  Mr.  Chairman,  as  I 
stated  during  the  previous  hearings  on  this  subject,  I  intend  to  work  closely  with 
you  to  enact  legislation  that  would  consolidate  the  bank  regulatory  agencies. 

Streamlining  bank  regulation  would  not  only  provide  meaningiul  regulatory  bur- 
den relief  for  banks,  it  would  also  make  U.S.  banks  more  competitive.  One  of  today's 
witnesses,  former  Chief  Financial  Officer  of  Citicorp/Citibank,  Donald  Howard,  pro- 
vides the  most  vivid  illustration  of  just  how  far  overburdensome  bank  regulation  can 
go.  Although  Citicorp  represents  a  complex  corporate  structure,  according  to  Mr. 
Howard's  testimony,  Citicorp  had  to  respond  to  at  least  seventeen  regulators  on  a 
regular  basis. 

Mr.  Chairman,  this  amount  of  regulation  is  absolutely  ludicrous  for  any  institu- 
tion— no  matter  how  complex  the  structure.  Mr.  Howard's  testimony  provides  an  ex- 
treme example  of  overregulation — but  it  is  a  real  life  example  nonetheless. 

Mr.  Chairman,  it  is  distressing  that  there  continues  to  be  disagreement  between 
the  Federal  Reserve  and  the  Treasury  Department  on  how  to  proceed  with  regu- 
latory agency  consolidation.  They  should  continue  to  work  together,  however,  to 
come  to  a  consensus  so  that  our  attempts  to  consoUdate  the  regulatory  agencies  do 
not  become  the  casualty  of  a  turf  battle.  Thank  you,  Mr.  Chairman. 


PREPARED  STATEMENT  OF  SENATOR  CAROL  MOSELEY-BRAUN 

Mr.  Chairman,  the  issue  before  the  Committee  today,  regulatory  consolidation,  is 
an  important  one,  one  that  needs  and  deserves  our  attention.  We  have  a  distin- 
guished group  of  witnesses  testifying  this  morning,  and  I  look  forward  to  hearing 
their  comments  and  recommendations. 

At  the  outset,  I  would  like  to  note  that  one  of  the  witnesses  hear  today  is  Jack 
Sandner,  the  chairman  of  the  Chicago  Mercantile  Exchange.  Jack  Sandner  has 
thought  about  regulatory  issues  for  a  long  time  now — he  is  a  real  expert  in  this 
area — and  he  has  made  what  I  think  is  a  very  innovative  and  thoughtfiil  proposal. 

I  would  like  to  take  just  a  moment  to  highlight  for  the  Committee  one  part  of  Mr. 
Sandner's  prepared  testimony.  In  his  remarks,  he  points  out  that:  The  problem  in 
the  Federal  financial  regulatory  structure  is  not  confined  to  the  fragmented  regula- 
tion of  banks."  He  then  goes  on  to  note  that,  'The  simpler  world  that  justified  insti- 
tutional regulation  [regulating  each  type  of  financial  institution  separately]  has 
given  way  to  a  far  more  complicated  milieu  where  distinctions  among  financial  insti- 
tutions have  blurred  to  the  point  of  eradicating  the  differences  and  overwhelming 
the  institutional  approach  to  regulation." 

I  could  not  agree  more!  That  is  why  I  have  introduced  S.  1744,  legislation  calling 
for  a  comprehensive  review  of  Federal  policies  governing  our  entire  financial  system 
from  the  viewpoint  of  our  economy  as  a  whole,  and  from  the  viewpoint  of  the  users 
of  our  financial  system,  the  businesses,  consumers,  farmers,  and  others  who  depend 
on  the  system  to  meet  their  capital  and  other  financial  needs. 

I  want  to  reiterate  that  I  do  not  believe  that  S.  1744  ou^t  to  be  viewed  as  a  sub- 
stitute for  taking  action  in  the  bank  regulatory  area  now.  Like  a  number  of  other 
Members  of  this  Conmiittee,  I  have  called  on  Chairman  Greenspan  of  the  Federal 
Reserve  and  Secretary  Bentsen  of  the  Treasury  Department  to  sit  down  together 
and  work  out  a  set  of  compromise  recommendations  that  would  resolve  the  con- 
troversies that  have  emerged  with  respect  to  the  Administration's  original  rec- 
ommendations, and  that  would  permit  this  Committee  to  move  forward  rapidly. 

However,  as  Mr.  Sandner's  testimony  so  eloquently  states,  the  banking  regulatory 
structure  is  only  part  of  the  problem.  I  think  S.  1744  will  help  give  us  the  kind  of 
framework  we  need  to  take  on  the  rest  of  the  regulatory  problems,  and  the  myriad 
of  other  major  policy  issues  that  so  need  to  be  addressed. 
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PREPARED  STATEMENT  OF  BEVIS  LONGSTRETH 

Former  CoMMISsIO^fER,  Securities  and  Exchange  Commission; 
Professor,  Columbia  University  School  of  Law,  New  York,  NY 

Introduction 

My  name  is  Bevis  Longstreth.  I  am  a  partner  at  the  law  firm  of  Debevoise  & 
Plimpton.  This  year  I  hold  an  appointment  to  the  faculty  of  Columbia  Law  School 
as  Visiting  Professor  of  Law  from  Practice  and  will  be  teaching  a  new  course  in  the 
regulation  of  financial  intermediaries.  I  have  practiced  in  the  banking  and  securities 
fields  for  more  than  30  years  and  served  from  1981  to  1984  as  a  Commissioner  of 
the  Securities  and  Exchange  Commission.  I  come  before  you  with  no  special  interest 
linked  either  to  my  law  firm  or  any  of  its  clients.  For  the  simple  reason  that  they 
make  good  sense,  I  support  the  Administration's  proposal  for  consolidation  of  the 
bank  regulatory  agencies  and  the  legislative  proposals  to  the  same  general  effect  in- 
troduced by  Mem&rs  of  this  distinguished  Committee  (collectively  called  "consolida- 
tion" or  "consolidation  proposal").  I  am  responding  to  your  invitation  to  testify  to 
this  effect  because,  even  upon  reaching  the  seventh  decade  of  one's  life,  when  cyni- 
cism about  many  things,  including  the  ways  of  Government,  is  expected  to  reach  its 
zenith,  I  still  believe  governmental  change  for  the  better  is  possible,  that  the  British 
philosopher,  F.M.  Comford's  quip  that  'Tiothing  is  ever  done  until  everyone  is  con- 
vinced that  it  ought  to  be  done,  and  has  been  convinced  for  so  long  that  it  is  now 
time  to  do  something  else"  can  be  proved  wrong,  at  least  when  the  case  for  change 
is  as  clear  as  has  been  presented  to  this  Committee. 

My  testimony  is  divided  into  three  parts:  first,  a  brief  explanation  of  why  I  sup- 
port consolidation;  second,  an  explanation  of  why  it  would  be  unwise  to  efiiect  a  con- 
solidation of  bank  regulatory  agencies  into  the  Board  of  Governors  of  the  Federal 
Reserve  System  ("FRB");  and  third,  an  answer  to  the  principal  arguments  against 
consolidation  advanced  by  the  FRB. 

I.  The  Case  for  Consolidation 

Consolidation  would  create  a  single  independent  Federal  agency,  the  Federal 
Banking  Commission  ("FBC"),  to  supervise  and  regulate  the  banking  and  thrift  in- 
dustries, thereby  consolidating  into  the  FBC  these  functions  as  exercised  by  four 
Federal  agencies  {i.e..  the  Office  of  the  Comptroller  of  the  Currency  ("OCC"),  the  Of- 
fice of  Thrill  Supervision  ("OTS"),  the  Federal  Deposit  Insurance  Corporation 
{"FDIC")  and  the  FRB).  Consolidation  would  reorganize  the  Federal  banking  agen- 
cies around  three  core  functions:  deposit  insurance,  central  banking  and  supervision/ 
regulation.  The  FDIC  would  continue  to  insure  deposits  at  banks  and  thrifts.  The 
FRB  would  continue  to  conduct  monetary  policy,  administer  the  payments  system 
and  respond  to  systemic  crises.  And  the  FBC  would  be  charged  with  supervisory  and 
regulatory  responsibility  for  all  FDIC-insured  depository  institutions  and  their  hold- 
ing companies. 

There  is  much  common  ground  in  criticizing  the  present  system  of  Federal  bank 
supervision  for  its  unnecessary  cost,  incoherence,  confusion,  and  lack  of  accountabil- 
ity. Indeed,  the  need  for  reform  generally  along  the  lines  of  the  consolidation  has 
been  widely  recognized  for  at  least  55  years,  beginning  with  the  so-called  Brookings 
Report  in  1939,  which  advocated  just  two  agencies,  one,  the  FRB,  for  monetary  pol- 
icy and  credit,  and  the  other,  the  FDIC,  for  insurance  and  supervision  over  all  in- 
sured banks  as  well  as  their  holding  companies  and  affiliates. 

The  annual  cost  savings  to  be  derived  from  consolidation  have  been  estimated  by 
the  Administration,  drawing  on,  among  other  things,  a  1992  study  headed  by  FRB 
Governor,  John  LaWare,  at  $150  to  $200  million  saved  in  agency  regulatory  cost 
and  another  $3  to  $4  billion  saved  in  industry  compliance  cost.  This  dollar  cost, 
while  large,  doesn't  address  the  major  cost  to  banks  of  delay  in  obtaining  approval 
for  product  innovation  and  expansion.  While  hard  to  quantify,  this  cost  under  to- 
days regulatory  system  is  very  large.  If  the  FBC  acts  effectively  with  respect  to  its 
sole  purpose — the  safety  and  soundness  of  banks  over  the  long  term — this  cost 
should  become  a  well  deserved  casualty  of  consolidation. 

The  Administration's  concern  over  regulatory  cost  is  well  placed.  Cost  matters, 
and  increasingly  so  into  the  future.  That  the  financial  markets  have  become  global 
is  today  a  commonplace.  This  truism  means,  among  other  things,  that  competition 
among  many  countries  and  cities  to  capture  a  fair  share  of  the  world's  financial 
business  is  not  only  possible  but  occurring  with  ever-increasing  zeal.  As  technology 
inexorably  continues  to  reduce  the  costs  of  relocation,  the  regulatory  burdens  faced 
by  banks  and  other  financial  institutions  in  electing  to  conduct  business  in  any  one 
of  the  growing  number  of  alternative  jurisdictions  become  increasingly  important. 
Yet  the  United  States  is  virtually  alone  in  traditionally  debating  regulatory,  tax  and 


451 

other  conditions  alTecting  the  banking  industry  with  little  reference  to  the  potential 
consequences  they  hold  for  the  industry's  ability  to  compete  intemationallv.  The 
easy  assumption  of  our  Nation's  preeminence,  built  up  in  the  early  post-World  War 
II  years,  has  made  it  diflicult  for  our  national  policymakers  to  recognize  that  domes- 
tic regulatory  structures  serving  parochial  interests  can  undermine  the  strength  of 
our  banking  industiy  in  the  increasingly  comp>etitive  global  market. 

In  other  words,  if  the  U.S.  regulatory  burden  becomes  too  great,  in  comparison 
with  that  of  other  world-class  financial  centers,  the  much  talked  of  information 
super-highway  wiU  carry  financial  business  away  from  our  shores.  One  need  only 
recall  the  creation  of  the  Eurobond  market  in  the  early  1960's,  attributable  to  the 
Government's  attempt  to  deal  with  the  balance  of  payments'  problem  through  an  in- 
terest-equalization tax,  to  appreciate  the  potential  for  large-scale  migration  of  finan- 
cial services  business  offshore.  And,  it  is  important  to  note  that,  once  established, 
the  business  lost  to  London  in  the  early  1960's,  never  came  back.  By  1986,  dollar- 
denominated  Eurobond  volume  had  surpassed  U.S.  domestic  corporate  bond  volume. 

Beyond  the  matter  of  cost,  it  seems  obvious  that  a  single  Feaeral  agency  for  su- 
pervision and  regulation  will  go  a  long  way  toward  the  removal  of  the  incoherence, 
confusion  and  lack  of  accountability  with  which  our  present  system  is  afflicted. 
These  points  have  been  forcefully  presented  to  this  Committee,  and  I  shall  not  re- 
peat them. 

n.  Why  Not  Consolidate  into  the  FRB? 

Consolidation  into  the  FRB  (or  for  that  matter  the  FDIC)  would  be  feasible,  and 
presumably  would  achieve  many  of  the  goals  of  the  proposed  consolidation,  includ- 
ing reduction  in  cost.  Indeed,  instead  oi  ending  up  with  three  Federal  bank  agen- 
cies, there  would  be  just  two.  If  I  had  to  choose  between  such  a  consolidation  and 
what  we  now  have,  I  might  well  elect  consolidation.  However,  there  are  strong  rea- 
sons, rooted  in  conflict  oi  purpose,  that  make  the  proposed  consolidation  a  far  pref- 
erable alternative. 

Conflicts  exist  now  at  both  the  FRB  and  the  FDIC  because  each  combines  the  su- 
pervisory and  regulatory  functions  with  a  very  important  and  highly  visible  function 
that  can  and  does,  from  time  to  time,  conflict  with  its  role  as  supervisor/regulator. 
The  attractiveness  of  the  consolidation  proposal  is  that  it  would  eliminate  these  con- 
flicts; the  problem  with  consolidation  into  the  FRB  or  FDIC  is  that  it  would  exacer- 
bate them.  Since  the  FRB  has  proposed  a  reshuffling  of  agency  responsibility  that 
would  substantially  increase  its  powers  of  supervision  and  regulation,  and  since  Fm 
aware  of  no  suggestion  to  consolidate  into  the  FDIC,  I  will  only  address  the  conflict 
problem  at  the  FRB. 

The  FRB's  dominant  responsibilities  center  on  the  conduct  of  monetary  policy  and, 
as  lender  of  last  resort,  the  management  of  systemic  crises.  These  duties  command 
the  interest  and  attention  of  the  Governors  and  of  top  management  of  the  regional 
Federal  Reserve  banks,  to  a  degree  far  exceeding  their  involvement  in  the  FRB's  su- 
pervisory and  regulatory  roles.  For  this  reason,  in  the  event  of  a  conflict  between 
the  goals  of  monetary  policy  (stable  growth  of  the  economy  without  inflation)  or 
avoidance  of  systemic  crises,  on  the  one  hand,  and  the  goal  of  supervision  and  regu- 
lation (safety  and  soundness  of  the  banking  system),  on  the  other,  the  FRB  would 
be  expected  to,  and  does,  use  its  powers  of  supervision  and  regulation  to  serve  those 
broader  goals,  sometimes  at  the  expense  of  the  safety  and  soundness  of  depository 
institutions.  Chairman  Alan  Greenspan's  testimony  of  March  2,  1994,  acknowledges 
this  point  by  suggesting  that  supervisory  and  regulatory  powers  give  the  FRB  the 
"clout"  necessary  to  address  systemic  risk  and  to  see  to  it  that  broad  economic  fac- 
tors are  considered  in  rulemaking. 

In  addition,  the  FRB  uses  its  supervisory  and  regulatory  powers  to  preserve  its 
independence  in  the  conduct  of  monetary  policy,  a  feature  of  its  operations  long 
cherished  not  only  by  the  institution  itself  but  a  very  broad  consensus  of  the  Amer- 
ican public.  Thus,  its  regulatory  powers  have  been  used,  by  way  of  "carrot"  and 
"stick,"  to  assure  the  support  of  a  large  constituency  (bank  holding  companies  and 
State-chartered  member  banks)  and  to  avoid  political  controversy  that  might,  in  its 
cautious  view,  imperil  its  independence. 

Whatever  one  may  think  of  the  possible  benefits  to  monetary  policy  and  avoidance 
of  systemic  risk  from  allowing  the  FRB  to  use  its  supervisory  and  regulatory  duties 
in  fulfilling  those  larger  goals,  it  hasn't  always  produced  sound  supervision  or  regu- 
lation. As  the  much  quoted  J.L.  Robertson,  a  former  Vice  Chairman  of  the  FRB  who 
Carter  Golembe  described  as  one  of  the  Nation's  outstanding  authorities  on  bank 
regulation,  said  in  recommending  that  bank  regulatory  authority  be  transferred 
from  the  FRB  to  an  independent  agency: 

The  overriding  reason,  however,  for  seeking  to  have  the  supervisory  powers 

vested  elsewhere  than  in  the  Federal  Reserve  is  my  deep-seated  conviction  that 
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bank  examiners  should  always  be  free  to  call  the  pitches  as  they  see  them.  They 
should  be  insulated  from  any  possible  temptation  oithe  monetary  authority  to  use 
supervisory  powers  to  implement  monetary  policy  by  appraising  loans  with  a  more 
critical  eye  in  periods  of  tight  money,  when  monetary  policy  is  seeking  to  curb 
credit,  and  a  less  critical  eye  in  periods  of  easy  money,  wnen  the  aim  of  monetary 
policy  is  to  expand  the  money  supply. 
There  have  been  numerous  examples  of  these  conflicts  over  the  years. 

•  In  1973,  FRB  officials  used  personal  contacts  to  persuade  banks  to  hold  back 
prime  rate  changes  dictated  oy  market  forces  set  in  motion  by  the  FRB's  own 
open-market  operations,  thus  putting  at  risk  the  safety  and  soundness  of  those 
banks  that  complied. 

•  In  1986,  foreign  banks  seeking  to  acquire  primary  dealers  were  unduly  delayed 
by  the  FRB  in  gaining  the  necessaiy  regulatory  approvals  because  of  political  and 
macroeconomic  issues  having  nothing  to  do  with  the  safety  and  soundness  of  the 
institutions  involved. 

•  In  the  late  1980's,  the  FRB  opposed  the  substantial  increase  taken  by  a  number 
of  multinational  banks  in  their  reserves  for  loan  losses  due  to  the  poor  quality 
of  loans  to  lesser-developed  countries,  out  of  a  fear  that  it  might  disrupt  relations 
between  Third  World  Nations  and  the  international  financial  community. 

•  The  FRB  has  been  resistant  to  efforts  by  banks  and  their  holding  companies  to 
obtain  broader  powers  which  the  FRB  tnought  would  detract  from  its  ability  to 
conduct  monetary  policy,  either  by  weakening  its  regulatory  grip  on  the  banking 
industry  or  bringing  it  into  political  controversy  inimical  to  its  independence.  Ex- 
amples include:  (a)  in  the  1970's  its  refusal  generally  to  permit  bank  acquisitions 
of  thrifts  and  to  permit  the  tandem  operation  of  those  (usually  in  failing  situa- 
tions) whose  acquisitions  were  approved,  thereby  preventing  a  private  sector  miti- 
gation of  the  S&L  risk  that  grew  so  large  thereafter;  (b)  its  attempt  to  extend  in- 
surance restrictions  to  bank  subsidiaries  of  holding  companies  and  operating  sub- 
sidiaries of  State-chartered  bank  subsidiaries  of  nolding  companies  engaged  in 
municipal  bond  enhancement  activities  functionally  equivalent  to  the  use  of  bank 
letters  of  credit;  (c)  its  unnecessarily  narrow  interpretation  of  "principally  en- 
gaged" under  section  20  of  the  Glass-Steagall  Act  for  purposes  of  allowing 
nonbank  affiliates  of  bank  holding  companies  to  underwrite  and  deal  in  securities; 
and  (d)  its  unnecessarily  narrow  definition  of  "bank -eligible"  securities  activities 
for  purposes  of  section  20. 

•  The  FRB's  conflict  of  purpose  is  actually  embodied  in  FDICIA,  which  contains  an 
exception  to  the  regulator's  obligation  for  prompt  closure  of  insolvent  banks,  giv- 
ing to  the  FRB  specific  power  to  assert  significant  influence  against  closure. 

Of  course,  one  might  argue  that  supervisory  and  regulatory  powers  are  necessary 
to  assure  the  FRB  of  its  independence,  which  in  turn  is  vital  to  the  conduct  of  mone- 
tary policy,  and  that,  accordingly,  these  powers  must  be  subordinated  to  the  broader 
goal  where  conflicts  arise.  Although  I  doubt  such  a  case  can  be  made  (the  FRB  being 
too  modest  about  its  power  to  retain  independence,  which  is  by  now  as  ingrained 
in  our  polity  as  family  values),  I  would  have  an  open  mind  on  such  a  proposition. 
Thus  far,  however,  the  FRB's  arguments  against  consolidation  have  not  been  ad- 
vanced along  these  lines.  Instead,  the  FRB  nas  put  forth  several  other  arguments 
that,  when  examined,  do  not  hold  up. 

m.  The  FRB's  Ars^ments  Against  Consolidation 

The  FRB's  principal  arguments  against  consolidation  turn  on  its  claim  that  super- 
vision and  regulation  are  essential  to  the  effective  conduct  of  monetary  policy  and 
dealing  with  systemic  risk. 

Given  the  very  limited  scof)e  of  the  FRB's  direct  responsibility  over  FDIC-insured 
depository  institutions  (7  percent)  and  assets  (18  percent),  it  is  hard  to  see  how  su- 
pervision and  regulation  can  be  essential  to  the  conduct  of  monetary  policy.  The 
FRB  must,  and  does,  rely  on  examinations  and  reports  conducted  by  the  other  Fed- 
eral bank  agencies  with  respect  to  most  of  the  tanking  industry.  Moreover,  the 
banking  industry,  itself,  is  a  shrinking  part  of  the  total  financial  system,  represent- 
ing only  about  one-third  of  total  assets  in  the  financial  sei^ces  industry.  The  FRB 
meets  its  need  for  financial  information  necessary  to  the  conduct  of  monetary  policy 
fn)m  myriad  sources,  most  of  which  relate  to  institutions  not  subject  to  its  super- 
visory or  regulatory  powers. 

It  is  equally  difficult  to  find  warrant  for  the  claim  that  its  powers  to  supeiAise 
and  regulate  are  necessary  to  the  FRB's  effective  management  of  systemic  crises. 
Because  of  the  eroding  importance  of  banks  within  the  financial  system,  the  source 
of  systemic  crises,  more  likely  than  not,  will  be  found  among  other  types  of  financial 
institutions,  of  which  Drexel  Bumham  is  one  recent,  notable  example.  The  passage 
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of  FDICIA  significantly  increases  this  probability.  Indeed,  it  was  for  this  reason  that 
Congress  included  in  FDICIA  language  expressly  authorizing  the  FRB  to  use  its 
powers  as  lender  of  last  resort  to  come  to  the  aid  of  nonbanks  as  well  as  those  hav- 
ing regular  access  to  the  discount  window. 

Moreover,  according  to  the  Treasury,  in  most  of  the  highly  developed  countries, 
the  central  bank's  regulatory  role  is  subservient  to  that  of  the  Ministry  of  Finance 
or  Treasury.  For  example,  only  four  of  the  12  Basle  countries  have  elected  to  give 
their  central  banks  primary  responsibility  for  bank  supervision. 

Other  arguments  made  by  the  FRB  center  on  the  notion  that  affording  depository 
institutions  a  choice  among  two  or  more  regulators  provides  a  necessary  set  of 
checks  and  balances  to  re^latory  oversi^t,  thereby  enhancing  effectiveness. 

There  is  something  seriously  wrong  with  the  idea  that  a  competition  among  Fed- 
eral regulators,  fostered  by  affording  those  regulated  a  continuing  choice  ofregu- 
lator,  is  either  necessary  or  desirable  to  achieve  the  proper  goals  of  regulation, 
which  in  this  case  are  safety  and  soundness  of  banks.  There  are  plenty  of  checks 
and  balances  embedded  in  our  system  of  Government  through  the  Constitution. 
Congress  writes  the  laws  deemed  necessary  to  carry  out  public  policy.  They  are  ac- 
countable to  the  electorate,  as  is  the  President  who  signs  those  laws  into  effect.  Reg- 
ulators implement  those  laws.  They  are  appointed  by  the  President,  confirmed  by 
the  Senate  and  have  limited  terms.  They  are  strictly  accountable  to  the  Congress, 
and  subject  to  review  in  court,  for  the  proper  implementation  of  those  laws.  At  a 
time  when  many  citizens  are  questioning  the  eflectiveness  of  Government,  and  sug- 
gesting the  costs  imposed  on  them  to  pay  for  Government  far  exceed  all  benefits 
achieved,  it  is  stunning  to  read  the  Chairman  of  the  FRB  declare  that  duplicative 
Federal  agencies  are  necessary  to  assure  that  Government  does  its  job  well.  On  its 
face  this  is  a  silly  claim,  but  it's  pernicious  too  in  furthering  the  distrust  and  dis- 
respect for  Government  that  has  grown  up  in  recent  years.  Beyond  theory,  fortu- 
nately, one  can  point  to  many  examples  of  effective  regulation  by  single  agencies. 
The  SEC  is  one  and  the  FCC  is  another,  to  mention  only  two. 

The  FRB  says  in  its  testimony  that  multiple  regulators  create  "an  invaluable  re- 
straint on  any  one  regulator  conducting  an  inflexible,  excessively  rigid  policy."  But 
bank  holding  companies  have  no  choice  of  Federal  regulator — only  the  FRB.  Pre- 
sumably, the  FRB  would  not  apoly  its  argument  for  dual  regulators  to  the  regula- 
tion of  bank  holding  companies.  Nor  would  it  allow  such  an  argument  to  cast  doubt 
on  its  own  handling  of  what  are  "monolithic"  responsibilities  in  regard  to  bank  hold- 
ing companies. 

The  FRB  also  argues  consolidation  will  harm  the  dual  banking  system.  This  sys- 
tem afforded  a  bank  the  choice  of  either  a  Federal  or  State  charter  and,  thus,  a 
choice  between  the  different  bank  powers  that,  prior  to  FDICIA,  often  existed  be- 
tween State  banking  systems  and  the  Federal  system.  Now,  with  FDICIA,  State- 
chartered  banks  generally  can  not  exercise  powers  as  principal  that  nationally-char- 
tered banks  can't  exercise,  reducing  very  significantly  the  importance  of  choice  in 
chartering.  To  my  understanding,  the  dual  banking  system  has  never  meant,  as  the 
FRB  suggests,  that  the  "availability  of  a  State  charter  carr[ies]  with  it  the  choice 
of  Federal  regulator."  The  only  choice  now  is  between  the  FRB,  if  the  State  bank 
is  a  member  of  the  Federal  Reserve  System,  and  the  FDIC,  if  it  is  not.  The  decision 
to  be  a  member  or  not  turns  on  many  business  factors  unrelated  to  the  attributes 
of  these  two  Federal  regulators. 

The  FRB  also  claims  a  single  regulator  may  prove  more  risk  adverse  than  would 
multiple  regulators  competing  for  business,  who  could  be  expected  more  effectively 
to  foster  product  innovation.  My  experience  at  the  SEC  has  convinced  me,  beyond 
doubt,  what  should  be  obvious  to  any  close  observer  of  the  financial  scene:  Innova- 
tion occurs  in  the  maiketplace,  among  competitors,  not  around  the  regulator's  table. 
The  SEC's  task,  and  a  challenging  one  at  that,  is  to  try  to  keep  up  with  an  explosive 
creativity  in  the  maiketplace  it  regulates.  And  this  is  all  one  can  expect  of  the  SEC. 
It  is  not  charged  to  innovate,  nor  does  it  do  so  in  fact.  Regulatory  change  occurs 
because  those  competing  in  the  marketplace  demand  it.  The  same  is  true  for  bank 
agencies. 

Moreover,  as  noted  at  the  outset  of  this  testimony,  globalization  of  financial  mar- 
kets has  generated  vibrant  competition  among  countries  and  cities  for  market-share, 
bringing  sharply  into  focus  the  comparative  advantages  and  burdens  of  different 
systems  of  regulation. 

One  final  point  on  the  FRB  arguments.  The  FRB  is  seriously  conflicted  in  regard 
to  the  consolidation  proposal,  because  it  stands  to  lose  the  very  considerable  power 
of  supervision  and  regulation  over  bank  holding  companies,  in  whose  banks  more 
than  90  percent  of  all  bank  deposits  are  held,  and  to  lose  the  need  for  a  large  seg- 
ment of  its  staff.  Carter  Golembe  estimates  conservatively,  based  on  the  FRB  An- 
nual Report:  Budget  Review  for  1992-93,  that  the  number  of  FRB  staff  assigned  to 
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(or  budgeted  for)  bank  supervision  and  regulation  is  rou^ly  three  times  greater 
than  that  assi^ed  to  monetary  policy  (3,304  to  1,212). 

Since  consolidation  poses  a  tnreat  to  the  FRB's  regulatory  power  over  banks  (exer- 
cised mainly  through  their  holding  companies)  and  to  the  size  of  its  staff,  it  is  not 
surprising  that  the  FRB  stands  against  the  proposal.  These  conflicts  make  it  highly 
unlikely  tnat  the  FRB  can  bring  to  the  debate  an  entirely  dispassionate  and  objec- 
tive eye.  They  should  also  make  the  Congress  cautious  in  giving  weight  to  the  FkB 
arguments  without  the  most  rigorous  ana  skeptical  probing. 
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Summary 

In  my  36  year  career  in  commercial  and  investment  banking,  I  have  had  extensive 
and  intensive  personal  exposure  to  banking  and  thrift  regulators  at  all  levels.  On 
the  basis  of  my  experience  I  believe: 

1.  Bank  regulation  focuses  on  two  factors: 

A)  Examination  of  bank  operations 

B)  Approval  authority  for  mergers,  acquisitions,  and  new  and  expanded  powers 

I  believe  that  a  single  regulator  for  all  banking  functions  is  far  preferable  to  the 
present  unnecessary  and  costly  duplication  of  regulatory  functions. 

I  also  believe  that  the  Federal  Reserve,  in  exercising  its  authority  to  approve  new 
and  expanded  powers,  has  been  slow  to  permit  banks  to  respond  to  significant 
changes  in  markets.  The  result  has  been  a  significant  negative  impact  on  the  ability 
of  the  U.S.  banking  system  to  compete  in  an  ever-changing  world. 

2.  The  Federal  Reserve  has  today  sufficient  and  very  powerful  tools  with  which 
to  monitor  the  financial  health  of  individual  banks  and  of  the  banking  system  as 
a  whole  and  does  not  require  regulatory  powers  to  execute  monetary  policy. 

Testimony 

I  appear  today  as  a  private  citizen,  representing  no  one  but  myself.  I  am  not  an 
officer  or  director  of  any  financial  institution.  At  year-end  1993  I  retired  after  serv- 
ing as  Chief  Financial  Officer  of  Salomon  Inc.  and  Salomon  Brothers  for  5  years  fol- 
lowing my  retirement  from  Citicorp/Citibank  in  1988.  I  was  employed  by  Citi  for  31 
years,  starting  in  1957;  I  currently  receive  a  pension  from  that  institution. 

For  the  past  40  years  I  have  been  connected  with  financial  institutions,  as  a  stu- 
dent, as  an  academic,  and  as  an  employee.  At  Citi,  I  had  direct  contact  with  bank 
regulators  for  over  30  years,  first,  as  a  bank  lending  officer  and  supervisor  of  over- 
seas branches;  and,  for  15  years  commencing  in  1973,  my  primary  responsibilities 
included  supervising  the  management  of  Citi's  day-to-day  relationships  with  all 
bank  regulators. 

Based  on  my  experience,  I  strongly  support  the  concept  of  a  single  regulatory 
agency  for  each  organization  performing  banking  functions  in  the  U.S. 

Bank  supervision  has  two  quite  distinct  aspects:  first,  authority  to  examine  all  as- 
pects of  bank  operations;  and  second,  authority  to  approve  mergers,  acquisitions, 
and  new  or  expanded  powers.  In  my  view,  establishing  and  executing  monetary  pol- 
icy has  almost  no  connection  to  bank  examinations. 

I  feel  very  strongly  that  the  power  to  examine  banks  should  be  vested  in  a  single 
regulator.  The  current  duplication  of  functions  is  costly,  wasteful,  and  unnecessary. 
This  duplication  has  evolved  over  time  as  financial  services  and  financial  markets 
have  developed  to  accommodate  changes  in  the  public's  real  and  perceived  needs. 
Limiting  the  financial  services  which  any  one  institution  can  provide  is  less  and  less 
relevant  to  the  American  public,  which  is  becoming  increasingly  comfortable  with 
obtaining  banking  services  from  brokerage  firms,  investment  services  from  commer- 
cial banks,  and  insurance  services  from  savings  banks.  In  response  to  legislative  re- 
quirements, Citicorp,  a  bank  holding  company,  had  within  its  very  complex  cor- 
g orate  structure  at  least  one  of  each  of  the  following:  National  baiik.  State  bank, 
dge  Act  bank,  nonbank  bank,  thrifl,  and  nonbank  activities.  Citicorp,  the  parent 
bank  holding  company,  was  regulated  by  the  Federal  Reserve.  Citibank  was  regu- 
lated, ostensibly,  by  the  Office  of  the  (JomptroUer  of  the  Currency  (OCC).  These 
were  the  firm's  two  primary  regulators  but,  because  of  the  business  conducted  by 
one  or  more  entities  within  the  Citicorp  legal  structure,  Citi  had  at  least  SEVEN- 
TEEN different  regulatory  bodies  to  wnich  it  responded  regularly.  These  included 
the  Federal  Reserve  Board,  five  regional  FRB's;  the  OCC  in  Washington  and  New 


455 

Yoric;  the  Federal  Home  Loan  Bank  Board  (now  the  Ofiice  of  Thrift  Supervision)  in 
Washington  and  four  regional  FHLB's;  the  FDIC  and  the  now-defunct  Federal  Sav- 
ings and  Loan  Insurance  Corp;  plus,  at  any  one  time  regulators  in  at  least  two 
States. 

Each  of  these  regulators  believed  it  was  necessary  for  it  to  review  the  condition 
of  the  parent  bank  nolding  company,  consolidated  Citicorp,  in  addition  to  examining 
those  entities  for  which  it  had  oirect  supervisory  responsibility.  The  logic  was  to  en- 
sure that  the  parent  Citicorp  was  a  source  of  strengtn  to  the  subsidiary  not  a  poten- 
tial drain  on  the  subsidiary's  resources.  The  Fed  also  took  the  view  that  it  had  to 
examine/review  Citibank  using  the  logic  that  its  financial  condition  was  critical  to 
properly  assess  the  financial  health  of  the  entire  Citicorp  organization.  I  believe 
there  was  iustification  to  all  of  these  views.  Each  of  the  regulatory  bodies  resisted 
attending  oiscussions/presentations  at  which  other  regulators  were  present.  The  re- 
sult was  numerous,  repetitive  discussions  and  presentations.  The  regulators  were 
very  sensitive  to  the  order  in  which  these  discussions/presentations  were  held.  The 
New  York  Fed  was  first.  Then  to  Washington  where  protocol  dictated  that  the  staff 
of  the  Fed  was  first,  followed  by  the  Comptroller  ana  then  either  the  FDIC  or  the 
FSLIC.  The  FHLB  was  usually  last.  This  was  then  followed  by  visits  to  the  other 
regional  offices.  Again,  the  Feci  was  first  in  any  city  where  there  was  more  than  one 
regulator.  To  be  of  value,  all  meeting  had  to  be  held  within  about  3  weeks  of  the 
announcement  of  Citicorp's  quarterly  earnings.  The  scheduling  of  these  quarterly 
meetings  was  a  nightmare.  One  meeting  with  a  single  regulator  would  have  saved 
a  great  deal  of  time  and  would  Ukely  have  produced  at  least  as  much  information 
and  dialog  of  real  value. 

Duplication  of  examinations  may  be  an  ever  greater  problem  for  smaller  banks 
which  do  not  have  the  resources  available  to  larger  ones.  Three  weeks  ago  I  met 
with  the  President  of  a  State  bank  subsidiary  of  a  bank  holding  company.  Both  the 
bank  and  the  parent  are  moderate-sized  institutions.  In  sequence,  this  bank  has  had 
examinations  from  the  State  Bank  Examiners,  the  Fed  and  the  FDIC.  Each  of  the 
regulators  has  individually  reviewed  and  classified  each  of  the  bank's  business 
loans.  They  have  very  few  loans  to  major  corporations.  Each  loan  has  been  reviewed, 
discussed,  and  classified  three  times.  There  are  significant  costs  to  the  bank.  First, 
thev  pay  the  regulators  for  the  cost  of  the  examinations.  Second,  both  loan  officers 
and  senior  management  are  tied  up  many  hours  in  duplicative  discussions  with  the 
various  examiners  and  not  available  to  service  customers.  Third,  afler  all  the  re- 
views and  classifications  are  completed,  the  bank  must  charge  earnings  to  provide 
reserves  for  each  loan  based  on  the  most  severe  classification  of  any  one  of  the  regu- 
lators. The  result  is  that  the  loan  loss  reserve  against  the  entire  portfolio  is  higher 
than  any  one  of  the  regulators  would  have  reqpired.  Because  tnese  charges  flow 
through  the  profit  and  loss  account  of  the  bank,  its  earnings  are  reduced,  its  capital 
is  reduced  and  its  ability  to  fund  its  (mostly  small  business)  customers  is  dimin- 
ished. The  final  and  most  significant  cost  of  duplication  is  the  time  spent  by  bank 
senior  management  and  its  directors  in  meeting  with  each  of  the  regulators  sepa- 
rately. The  added  value  of  the  duplication  is  diminimus. 

On  occasion  the  requirements  of  one  regulator  were  contradictory  to  those  im- 
posed by  another.  The  resulting  need  to  negotiate  between  regulators  was  very  time 
consuming  and  unproductive.  One  specific  instance  comes  to  mind.  Citicorp  manage- 
ment developed  a  plan  to  increase  tne  capital  of  Citibank.  Afler  discussion  with  the 
Citibank's  primary  regulator,  the  OCC,  the  plan  was  approved  by  the  OCC.  But  the 
Fed  demanded  significant  changes  to  the  plan,  notwithstanding  the  fact  the  OCC 
was  both  the  primary  regulator  and  had  approved.  Countless  hours  of  top  manage- 
ment time  was  spent  addressing  this  issue.  Jurisdictional  disputes  (tuii  wars)  be- 
tween regulators  create  impossible  situations  for  the  banks  that  get  caught  in  the 
middle.  Tne  result  was  a  significant  expense  resulting  from  time  spent  in  totally  un- 
productive activities,  but  absolutely  necessary  under  tne  circumstances. 

A  related  issue,  but  one  which  should  be  addressed,  is  the  role  in  the  regulatory 
process  of  regional  offices  of  the  various  regulators.  As  banks  and  bank  holding  com- 
panies expand  across  State  lines,  they  enter  the  jurisdiction  of  additional  regional 
offices  of  the  various  regulators.  Particularly  in  the  Federal  Reserve  System,  the  re- 
gional banks  asserted  some  independence  from  Washington  and  this  impact  was 
clearly  felt  in  the  extensive  time  it  took  to  gain  approval  for  new  or  expanded  pow- 
ers. All  such  applications  had  to  be  sent  first  to  the  local  regional  ofiice.  For  signifi- 
cant issues  that  office  could  only  forward  their  analysis  and  recommendations  to 
Washington  for  decision  and  more  delay. 

There  simply  is  no  justification  for  the  cost  of  duplicate  examinations  by  numer- 
ous regulators.  The  value  added  by  having  numerous  examiners  review  the  identical 
data  is  minimal.  The  cost  is  real  and  the  cost  is  ultimately  paid  by  bank  customers 
and  taxpayers.  The  information  developed  by  the  examiners  of  one  regulator  could 
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easily  be  shared  by  aU  affected  parties.  To  me  the  logic  of  a  single  regulator  for  this 
aspect  of  bank  supervision  is  compelling. 

However,  I  believe  that  for  the  re^lators  this  is  not  the  main  issue.  The  author- 
ity to  approve  mereers  and  acquisitions  and  new  or  expanded  powers  for  the  bank- 
ing system  is  the  key  issue.  It  is  in  this  aspect  that  tnere  has  been  inconsistency 
between  the  regulators.  This  led  to  "shopping"  by  individual  banks  to  determine 
which  regulator  was  most  likely  to  approve  that  specific  application.  Frequently,  the 
decision  on  which  corporate  legal  vehicle  to  use  for  a  proposed  new  or  expanded  ac- 
tivity was  determined  by  which  regulator  was  judged  most  likely  to  approve.  In  my 
view,  the  ability  to  select  a  regulator  who  would  say  "yes"  has  been  crucial  to  the 

grogress  of  the  banking  system  in  this  country  over  the  last  20  years  or  so.  The 
•CC  and  various  of  the  States  have  clearly  taken  the  lead  in  this  regard.  It  has 
been  the  Fed  which  has  resisted  changes.  The  banking  system  has  not  collapsed  be- 
cause banks  can  now  own  thrifts,  offer  investment  services  or  even,  for  a  limited 
number  of  very  large  banks,  compete  directly  with  investment  banks  as  under- 
writers of  publicly  offered  securities.  I  do  see  significant  risk  to  the  banking  system 
in  the  agency  consolidation  proposal.  In  concentrating  the  approval  power  for  new 
or  expanded  activities,  banks  could  be  put  at  an  even  greater  competitive  disadvan- 
tage than  they  are  now  unless  the  approving  authority  is  sensitive  to  changes  in 
the  markets  for  financial  services  ana  acts  promptly  to  permit  U.S.  banks  to  com- 
plete effectively.  For  banks,  I  believe,  this  is  either  the  best  of  all  worlds,  if  the  Fed- 
eral Banking  Commission  is  responsive,  or  the  worst  if  it  is  not.  In  my  discussions 
with  bankers,  many  would  rather  deal  with  the  devil  they  know  rather  than  take 
the  risk  of  the  unknown.  The  consolidation  proposal  would  not  eliminate  "regulator 
shopping"  because  a  State  bank  alternative  would  still  exist.  It  should  be  recognized 
that  as  long  as  there  is  more  than  one  approving  authority  for  new  or  expanded 
powers  the  result  could,  and  probably  will,  be  an  "uneven  playing  field"  over  time. 
The  larger  banking  organizations  which  have  greater  resources  and  flexibility  will 
tend  to  gain  at  the  expense  of  the  smaller-  and  medium-sized  banks. 

It  was  my  experience  that  the  Fed  was  the  least  responsive  of  the  regulators  in 
approving  new  and  expanded  powers  for  banks.  The  Fed  always  approached  new  or 
expanded  powers  discussions  with  their  own  agenda.  If  the  approval  would  impact, 
hov/ever  minimally,  its  ability  to  conduct  monetary  policy  or  if  the  approval  was 
likely  to  create  political  controversy,  approval  was  not  granted  at  all  or,  if  granted, 
only  with  significant  delay.  Frequently,  applications  were  denied  even  in  the  fact 
of  the  realities  of  the  marketplace.  When  Merrill  Lynch  introduced  the  Cash  Man- 
agement Account,  banks  requested  the  Fed  for  approval  to  pay  interest  on  demand 
checking  accounts  or,  alternatively,  to  allow  checks  to  be  written  on  savings  ac- 
counts. The  CMA  is  an  interest  bearing  account  on  which  checks  can  be  drawn. 
Only  after  a  very  long  period  of  deliberation  did  the  Fed  permit  a  limited  experi- 
ment with  NOW  accounts  in  New  England,  later  expanded  to  the  whole  country. 
By  the  time  approval  came,  the  banks  had  lost  important  competitive  ground  which 
has  never  been  recovered.  Another  example  is  the  Fed's  long  refusal  to  permit  banks 
to  own  thrifts.  This  reftisal  was  based  on  the  curious  legal  logic  that  the  thrift  busi- 
ness was  "not  functionally  related  to  banking."  As  a  result,  the  thrift  crisis  was 
more  severe  and  costly  to  the  American  taxpayer  than  necessary.  In  my  experience, 
the  Fed  measures  every  proposal  against  the  impact  on  its  own  independence  and 
its  conduct  of  monetary  policy.  The  long-term  impact  on  the  banking  industry  was 
always  a  secondary  or  tertiary  consideration.  I  attribute  much  of  the  relative  decline 
of  the  U.S.  banks  in  the  financial  intermediation  process  in  the  U.S.  to  failure  on 
the  part  of  the  Fed  to  grant  the  powers  necessary  for  banks  to  compete  successfully. 
Regulation  of  banks  at  the  Federal  level  is  unique,  I  believe,  in  that  so  many 
agencies  have  some  regulatory  responsibility  for  at  least  a  portion  of  bank  activities. 
Most  Federal  regulation  is  concentrated  in  a  single  agency — airlines,  railroads,  com- 
munications, television,  for  instance.  Only  banking  has  such  a  multiplicity  of  regu- 
lators. Determining  which  bank  regulator  has  jurisdiction  is  based  primarily  on  the 
activities  or  functions  engaged  in  by  the  particular  legal  entity  to  be  regulated.  But, 
generally  speaking,  this  is  not  how  banks  manage  themselves.  Most  banks  are  man- 
aged by  functions,  markets,  customers,  or  product  types.  Several  legal  entities  may 
offer  the  same  service  or  products  or  serve  a  single  customer  type.  Generally  those 
functions,  services,  and  products  are  managed  on  a  consolidated  basis  irrespective 
of  legal  entity.  The  result  is  a  regulatory  framework  that  is  focused  very  differently 
from  the  way  banks  are  actually  managed.  This  leads  to  confusion  in  tne  examina- 
tion process  and  time  consuming  expense  to  adjust  internal  documents  and  thought 
processes  to  the  legal  entity  focus  of  the  examiners. 

Going  forward,  the  examination  process  will  require  even  greater  expertise  and 
experience,  particularly  in  reviewing  activities  in  derivative  products.  It  is  more 


457 

likely  that  the  higher-level  attributes  required  of  the  examiners  would  be  found  in 
one  agency  rather  than  diluted  into  two  or  more. 

If  the  Federal  Reserve  were  removed  from  the  bank  regulation  process,  would  it 
have  a  significant  negative  impact  on  its  ability  to  conduct  monetary  policy? 

My  answer  is  no,  it  would  not. 

Perhaps  historical  analysis  might  conclude,  that  the  answer  to  that  question 
should  be  a  qualified  yes.  But  we  should  be  looking  forward,  not  beickward.  We 
should  be  concerned  with  the  future,  not  the  past.  The  percentage  of  financial  assets 
in  this  country  held  by  U.S.  banks,  now  only  about  one-third  of  total  financial  as- 
sets, has  been  declining  for  a  long  time,  for  perhaps  two  decades.  Even  if  the  Fed 
were  to  be  the  sole  regulator  of  all  banks,  it  would  still  have  to  rely  increasingly 
on  open-market  operations,  access  to  the  discount  window  and  its  central  role  in  the 
payments'  mechanism  for  successful  conduct  of  monetary  policy. 

In  1960  I  was  assigned  responsibility  for  Citibank's  activities  in  the  Eurodollar 
market,  which  had  its  beginnings  in  London;  at  that  time,  I  supervised  Citibank's 
London  operations  from  New  York.  From  that  day  until  my  retirement  from 
Salomon  Brothers  less  than  3  months  ago  my  responsibilities  included  monitoring 
on  a  minute  by  minute  basis,  the  Fed's  activities  in  all  markets.  For  Citi  to  be  posi- 
tioned appropriately,  it  was  necessary  to  know  not  only  what  the  Fed  was  doing, 
but  to  make  an  assessment  of  why  they  were  doing  it.  Then  we  attempted  to  fore- 
cast the  impact  of  those  actions  on  various  financial  and  foreign  exchange  markets. 
Thus,  I  speak  from  over  30  years  of  experience  in  the  trenches. 

In  my  career  there  have  been  four  changes  in  financial  markets  of  such  mag- 
nitude that,  I  believe,  they  are  irreversible  and  have  fundamentally  changed  the 
way  the  Fed  conducts  monetary  policy.  The  four  have  two  common  characteristics: 
first,  each  resulted  in  U.S.  banks  being  circumvented  in  the  financial  intermediation 
process;  and  second,  the  cause  of  that  circumvention  was  the  requirement  for  banks 
in  the  U.S.  to  carry  reserves  against  liabilities  (deposits  in  the  case  of  banks)  which 
were  not  required  of  other  financial  intermediaries.  Deposit  reserves  are,  in  essence, 
a  tax  borne  only  by  banks.  In  chronological  order  these  changes  are:  (1)  development 
and  growth  of  the  Eurodollar  market;  (2)  explosive  growth  of  the  commercial  paper 
market;  (3)  development  of  the  Cash  Management  Account  which  led  to  the  incred- 
ible growth  of  money  market  mutual  funds;  and,  (4)  the  more  recent  extraordinary 
ability  of  capital  markets  to  securitize  bank  and  bank-type  assets. 

In  the  U.S.  enormous  sums  of  money  are  being  gathered  constantly  outside  the 
U.S.  banking  system  and  being  put  to  work  building  houses,  financing  businesses, 
and  other  productive  purposes.  U.S.  banks  are  increasingly  less  relevant  to  the  proc- 
ess. These  trends  are  accelerating.  The  argument  that  the  Fed  must  be  a  bank  su- 
pervisor to  execute  monetary  policy  is  to  me,  to  i^ore  the  facts.  Would  it  be  easier 
for  the  Fed  if  it  had  bank  regulatory  power?  Marginally,  yes — but  necessary — clearly 
not. 

The  Fed  does  have  powerful  tools  for  executing  monetary  policy:  The  discount 
rate,  setting  reserve  requirements,  and  open-market  operations.  They  have  used 
these  tools  with  great  skill  over  the  years  and  have  accomplished  their  goals  effec- 
tively. Open-market  operations  combined  with  access  to  the  discount  window  and 
a  central  role  in  the  clearance  and  settlement  process  are  all  vital  to  the  Fed's  pri- 
mary monetary  policy  role.  None  of  these  tools  requires  direct  supei^sion  of  baiiks. 

The  power  to  determine  access  to  the  Fed's  discount  window  is  significant  in  exe- 
cuting monetary  policy.  Access  is  a  privilege,  not  a  right.  The  Fed  determines  which 
banks  can  use  the  window,  for  how  much,  for  how  long,  at  what  rate  and  how  fre- 
quently. If  their  policy  calls  for  a  tightening  of  money,  they  reduce  the  amount  they 
lend  to  the  banks.  Increasing  market  liquidity,  to  bring  down  interest  rates,  for  in- 
stance, would  be  executed  in  part  by  permitting  banks  to  borrow  more.  To  make  this 
tool  even  more  powerftil,  I  recommend  that  U.S.  Government  dealers,  who  move  bil- 
lions of  dollars  every  day,  be  permitted  direct  access  to  the  discount  window.  This 
would  enhance  the  Fed's  ability  to  control  market  liquidity.  Also,  obtaining  informa- 
tion about  these  movements  directly  would,  I  believe,  improve  the  Feas  market 
knowledge  significantly. 

Because  the  Fed  requires  acceptable  collateral  for  all  of  its  discount  window  loans, 
specific  knowledge  of  the  condition  of  any  individual  institution  is  not  critical  to  the 
decision  to  lend.  If  a  bank  needs  assistance  over  an  extended  period  of  time,  the 
Fed  could,  as  it  could  now  for  those  banks  which  it  does  not  supervise  directly,  get 
information  on  that  bank's  condition  from  its  primary  regulator. 

The  Fed's  role  in  the  payments'  mechanism  is  also  critical  to  its  conduct  of  mone- 
tary policy.  The  Fed  is  in  constant,  instantaneous  touch  with  the  movement  of  funds 
from  one  institution  to  another,  from  one  section  of  the  country  to  another.  This  is 
the  heart  of  the  U.S.  economic  body.  It  is  also  the  source  of  significant  information 
about  the  activities  of  individual  banks  and  their  customers.  In  combination  with 
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access  to  the  discount  window,  the  Fed  has  detailed  knowledge  available  on  the  im- 
pact of  transactions  going  into  and  out  of  every  bank  which  is  a  member  of  the  Fed- 
eral Reserve  System. 

The  argument  that  the  Fed  needs  the  power  to  examine  banks  to  have  a  detailed 
knowledge  of  what  banks  are  doing  is  not  creditable  to  me.  For  15  years  I  had  re- 
sponsibility for  Citibank's  Treasury  activities  worldwide.  My  signature  was  also  re- 
quired for  all  credit  Citicorp  extended  anywhere  in  the  world  to  any  of  the  world's 
50  largest  banks.  I  know  from  experience  that  knowing  how  an  institution  is  behav- 
ing in  the  money,  foreign  exchange,  and  capital  markets  is  more  timely  and  a  better 
indication  of  the  health  of  that  institution  than  a  superb  analysis  of  its  financial 
statements.  Financial  statements — and  bank  examination  reports — are  yesterday's 
newspaper.  Knowing  how  an  institution  is  behaving  in  financial  markets  and  how 
other  market  participants  are  dealing  with  them  is  vastly  superior  knowledge  on 
which  to  make  decisions  on  the  health  of  the  institution  compared  with  stale  finan- 
cial statements.  And  that  information  is  available  to  the  Fed  in  more  detail  and 
more  quickly  than  to  any  other  institution  or  agency.  In  my  view,  they  do  not  need 
additional  information  sources  on  individual  banks  to  conduct  monetary  policy. 

In  my  experience,  when  the  Fed  wanted  to  know  anything  about  what  Citi  was 
doing,  one  of  their  senior  officers  called  the  bank  and  either  asked  over  the  phone 
or  set  up  an  appointment  to  address  their  queries.  To  assert  that  the  phone  calls 
would  not  have  been  returned  because  the  Fed  did  not  have  regulatory  authority 
seems  farfetched  to  me.  When  the  Fed  needed  current  information  on  Citi's  activi- 
ties it  did  not  normally  utilize  its  own  field  examiners  as  an  information  source.  It 
was  a  channel  they  rarely  used  and  then  only  for  the  most  routine  of  items.  A  bank 
examiner  has  knowledge  of  a  bank's  activity  only  as  of  the  last  date  he/she  exam- 
ined that  particular  function  and  that  could  be  months  or  even  years  previously. 
When  the  Fed  wanted  current  information  they  asked  directly.  I  see  no  logical  rea- 
son for  this  to  change  if  the  Fed  were  no  longer  to  have  regulatory  power. 

The  Fed  has  acted  promptly  and  efTectively  in  dealing  with  U.S.  monetary  crises, 
most  of  which  have  not  been  triggered  by  problem  banks.  I  do  not  believe  the  Fed 
would  have  acted  any  differently  in  any  financial  market  crisis  in  the  past  30  years 
had  they  not  had  direct  regulatory  authority.  Providing  liquidity  to  financial  mar- 
kets, making  reassuring  telephone  calls,  issuing  calming  press  releases  and  utilizing 
their  extensive,  unexcelled  mformation  network  to  monitor  results  do  not  require 
regulatory  powers.  Where  monetary  matters  are  concerned,  bankers  do  not  ignore 
requests  (or  advice)  from  the  most  powerful  financial  institution  in  the  world.  This 
has  nothing  to  do  with  the  ability  to  regulate. 

It  appears  that  the  Fed  is  currently  locusing  its  monetary  policy  more  on  interest 
rates,  which  the  banks  certainly  do  not  control  and,  in  fact,  can  only  influence 
slightly  on  the  margin,  than  on  money  supply.  This  appears  to  be  partially  in  re- 
sponse to  the  enormity  of  the  changes  in  financial  markets.  The  changes  I  described 
earlier  have  made  the  Fed's  job  of  executing  monetary  policy  increasingly  difficult 
and  the  pace  of  change  is  accelerating.  To  me,  the  emphasis  now  should  be  on  deter- 
mining what  tools  the  Fed  will  need  in  the  future  to  do  its  job  effectively  rather 
than  assuming  that  what  was  useful  yesterday  will  continue  to  be  of  equal  value 
in  a  very  different  tomorrow.  Will  the  tools  now  available  to  the  Fed  be  sufficient 
for  them  to  carry  out  monetary  policy  in  the  future?  I  do  not  know  the  answer,  but 
I  am  certain  that  retaining  the  power  to  regulate  only  a  portion  of  the  U.S.  banking 
system  is  not  part  of  the  solution. 

It  is  clear  tnat  the  primary  role  of  the  Federal  Reserve  is  monetary  policy.  That 
role  is  so  important  that  I  believe  carrying  out  that  function  should  not  be  diluted 
even  slightly  by  having  any  of  its  resources  diverted  to  any  other  function,  including 
bank  regulation. 


PREPARED  STATEMENT  OF  JOHN  R.  PETTY 

Former  Chairman  of  the  Board,  Marine  Midland  Banks,  Inc.;  Former  Chair- 
man, Bank  Holding  Company  Association;  Former  Deputy  Assistant  Sec- 
retary AND  Assistant  Secretary  for  International  Affairs,  Department  of 
the  Treasury;  Chairman,  Federal  National  Payables,  Washington,  DC 

The  initiative  to  consolidate  all  Federal  bank  regulation  within  a  new  Federal 
Banking  Commission  addresses  key  issues  and  it  offers  the  potential  for  efficient 
and  improved  oversight. 

My  testimony  will  oe  limited  to  making  three  points: 

1.  The  legislation  should  assign  to  the  Federal  Banking  Commission  the  explicit 
responsibility  to  advance  the  national  interest  by  assuring  that  the  banking  industry 
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is  fully  competitive  in  the  marketplace  and  responsive  to  the  commercial  and 
consumer  financial  needs  of  the  Nation.  In  other  words,  the  regulators  are  not  just 
to  assure  the  safety  and  soundness  of  banks  in  order  to  reduce  the  contingent  liabil- 
ity created  by  deposit  insurance.  Rather,  an  additional  purpose  of  bank  supervision 
should  be  to  help  assure  a  competitive  banking  industry  as  a  feature  critical  to  our 
economy. 

2.  Consistent  with  the  above,  regulators  should  evaluate  banks  as  going  concerns 
and  not  just  assess  their  value  on  a  liquidation  basis.  This  addition  of  a  second  cri- 
terion is  a  subtle  point  of  no  small  significance. 

3.  Combining  the  central  bank's  responsibilities  with  bank  regulatory  responsibil- 
ity is  not  the  uieal  combination  as  expressed  by  Dr.  Helmut  Schlesinger,  Fresident 
of  the  German  Central  Bank,  to  which  I  will  refer. 

A  Competitive  Banking  Industry  is  in  Chir  National  Interest 

Legislation  should  declare  most  explicitly  that  it  is  in  the  national  interest  to  have 
a  healthy,  responsive,  and  fuUy  competitive  banking  industry  in  order  that  banks 
may  play  an  active  role  in  serving  the  commercial  and  consumer  interests  of  the 
country. 

This  is  not  addressing  the  obvious;  it  is  legislating  the  neglected.  To  whom  did 
the  Nation  first  look  for  help  in  alleviating  the  recent  recession?  The  uneven  re- 
sponse by  the  banks  to  this  call  was  a  product  of  things  past,  and  is  explained  to 
no  minor  extent  by  previous  Government  and  regulatory  action  and  inaction.  This 
can  be  redressed  over  time  with  the  influence  oi  a  Federal  Banking  Commission 
whose  statutory  mandate  is  to  help  achieve  a  fully  competitive  banking  industry, 
one  responsive  to  the  commercial  and  consumer  financial  needs  of  the  country. 

The  Nation  has  lacked  a  timely  response  bv  Government  to  changes  in  the  finan- 
cial marketplace.  These  changes  have  placed  demands  upon  banks  whose  capacity 
to  respond  has  been  compromised  by  stale  regulations.  While  substantial  thinking 
at  the  governmental  level  has  been  curected  toward  "risk  limitation,"  too  little  atten- 
tion has  been  directed  at  this  official  level  to  the  implications  of  the  changing  mar- 
ketplace. "What,"  it  should  be  asked,  "is  the  necessary  regulatory  response  to  these 
changes:  Would  modifying  or  voiding  ancient  regulations  enable  banks  to  make  ad- 
justments dictated  by  the  marketplace?" 

A  quick  and  effective  business  adaptation  to  new  circumstances  is  what  makes 
sustained  profits — that  ingredient  essential  to  corporate  life  (and  Federal  tax  reve- 
nue)— possible.  As  much  as  anything  else,  the  shortcomings  of  the  banking  industry 
can  be  traced  directly  to  the  restraints  to  which  bank  management  is  subject,  re- 
straints which  limit  their  ability  to  respond  in  a  timely  fashion  to  the  intensely  com- 
petitive marketplace  in  which  they  operate.  Slow  or  delayed  regulatory  change 
means  a  loss  of  the  banks'  market  share.  Regulations  conceived  under  one  set  of 
circumstances  may  lack  justification  in  a  changed  situation.  The  Federal  Banking 
Commission  should  perform  its  responsibilities  in  a  manner  which  facilitates  both 
timely  and  prudent  responses  by  banks  to  the  Nation's  evolving  business  environ- 
ment. 

Sadly,  there  is  no  regulatory  body  that  is  sufficiently  up  to  date  with  competitive 
marketplace  dynamics.  The  economists  at  regulatory  bodies  ordinarily  require  a  3- 
year  regression  analysis  of  statistics  before  they  will  commit  themselves  about  par- 
ticular developments.  Today,  the  life  of  a  financial  product  is  less  than  half  that. 
The  event  has  arrived  and  taken  hold  by  the  time  the  macroeconomist  addresses 
it.  The  unhappy  truth  is  that  bank  supervisors  and  the  legislation  they  administer 
lag  so  far  behind  marketplace  developments  that  the  banks  they  limit  throu^  regu- 
lation slip  even  further  behind. 

If  legislation  assigned  the  proposed  Federal  Banking  Commission  the  task  of  "tak- 
ing timely  actions  to  help  assure  the  competitiveness  of  the  banking  industry,"  Con- 
gress would  take  a  giant  step  toward  redressing  what  ails  the  industry. 

A  Second  Criterion  for  Bank  Examination 

In  the  legislative  assignment  of  the  Federal  Banking  Commission  it  should  be 
made  clear  that  the  safety  and  soundness  standard  must  not  be  assessed  in  a  static 
manner  exemplified  by,  are  the  loss  reserves  adequate?"  Congress  must  legislate 
that  banks  also  be  examined  on  a  dynamic  basis:  As  going  business  concerns,  insti- 
tutions working  constructively  today  for  earnings  tomorrow.  After  all,  it  is  the  prom- 
ise of  businesses  which  appeals  to  securities  analysts  and  investors. 

This  latter  point  bears  emphasis.  A  key  thrust  of  the  bank  regulatory  process  has 
been  more  detailed  public  disclosure  of  financial  information.  The  evolution  of  our 
financial  markets  has  placed  increased  reliance  upon  the  market's  perception  of  a 
company's  prospects;  i.e.  give  the  market  the  facts  and  let  it  judge  a  company's  pros- 
pects by  assigning  a  value  to  the  equity  or  debt  of  that  company.  This,  after  all. 
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is  what  disclosure  is  designed  tx)  facilitate.  Economic  theory  and  regulatory  policy 
have  been  moving  in  this  common  direction. 

The  logical  progression  of  such  an  approach  is  to  have  the  regulators  also  evaluate 
banks  on  a  "going  concern"  basis — more  in  line  with  the  way  tne  maricetplace  looks 
at  them.  This  next  step  should  be  anticipated  explicitly  in  the  legislation. 

It  can  be  achieved  through  the  bank  examination  function  taking  on  an  additional 
orientation:  instead  of  relying  upon  a  totally  static  (read:  liquidation)  focus,  expand 
to  also  include  a  shared  or  equally  dynamic  (read:  going  concern)  orientation.  In 
order  to  facilitate  this  added  perspective  in  the  bank  examination  and  regulatory 
process,  the  national  interest  objective  of  fostering  a  "fully  competitive  and  respon- 
sive" banking  industry  must  be  in  the  legislative  mandate  to  the  new  FBC. 

Implications  of  a  Single  Criterion  Regulator/Insurer 

Reflect  for  a  moment  on  the  implications  of  employing  a  single  criterion  in  the 
granting  of  insurance. 

The  Federal  Banking  Conunission  will  regulate  to  limit  the  calls  on  the  FDIC  in- 
surance so  that  there  is  no  need  to  tap  the  Federal  Treasury  for  excessive  losses. 
That's  one  of  the  objectives. 

In  this  context,  focus,  for  example,  on  the  implications  of  employing  a  single  cri- 
terion in  establishing  an  automobile  insurance  policy. 

Imagine,  as  with  the  FDIC,  that  there  is  only  one  automobile  insurer  in  the  coun- 
try. Imagine,  also,  that  the  standards  for  underwriting  automobile  insurance  have 
(as  with  the  Federal  bank  examiners)  only  one  purpose  in  mind:  to  avoid  accidents. 

Now,  imagine  what  limitations  the  automobile  insurer  would  require  to  grant  in- 
surance coverage.  Remember,  the  rules  are  written  for  this  single  criterion:  avoid 
accidents! 

•  Would  anybody  over  65  years  old  be  insured? 

•  Would  the  initial  insured  driving  age  really  be  15  or  16?  Might  it  be  as  high  as 
23?  Remember,  to  avoid  accidents  is  the  sole  criterion. 

•  Would  one-time  "fender  benders"  be  allowed  insurance? 

Remember,  the  underwriter  has  no  competition  and  is  only  required  to  avoid  acci- 
dents. 

Now  consider  the  banking  industry.  Banks,  in  effect,  have  to  be  insured.  The  bank 
examiners  are  the  equivalent  of  the  underwriters  in  the  automobile  insurance  exam- 
ple, and  their  only  mission  is  to  avoid  accidents,  (read:  "bank  failures")  which  may 
call  upon  the  FDIC  insurance  fund. 

Therefore: 

They  say:  Do  not  drive  over  45  miles  per  hour. 

They  say:  No  turn  on  red. 

They  say:  Garage  your  car  when  there  is  any  snow  or  ice  on  the  road. 

They  say:  No  cars  over  6  years  old  on  the  highways. 

They  say:  18  wheelers  and  passenger  cars  on  separate  roads. 

They  say:  One-time  speeding  ofTenders  are  uninsurable. 
The  automobile  business  would  be  very  different  if  the  insurance  underwriters 
were  guided  as  they  are  in  my  hypothetical  example. 

And  the  banking  industry  is  a  lot  different  (read:  constrained,  limited,  less 
competitive,  less  responsive)  because  our  banking  regulators  used  a  single  cri- 
terion: avoid  accidents. 

Surely,  our  Government  and  our  Federal  administrators  can  assign  broader  cri- 
teria to  the  banking  regulatory  function.  Surely  guidelines  which  seek  accident 
avoidance  as  well  as  competitiveness  and  profits  are  not  mutually  exclusive.  Surely 
this  narrowness  in  the  mission  of  the  regulators  which  inhibits  banks  from  being 
competitive  must  be  remedied.  Indeed,  all  of  the  business  schools  in  the  country 
teach  that  keeping  a  company  competitive  is  the  best  way  to  avoid  accidents. 

Bank  Regulation  as  a  Central  Bank  Responsibility 

I  will  conclude  by  addressing  the  most  conspicuous  objection  to  the  proposed  legis- 
lation. 

The  Federal  Reserve  maintains  that  they  need  direct,  not  just  indirect,  regulatory 
authority  in  order  to  deal  with  systemic  liquidity  risks  in  the  marketplace. 

It  is  true  that  there  are  such  liquidity  risks  and  it  is  true  that  the  Federal  Re- 
serve is  the  first  agency  to  go  into  action  by  injecting  funds  into  the  marketplace, 
offsetting  the  contraction  inherent  in  a  liquidity  crisis. 

However,  many — perhaps  most — of  these  necessary  interventions  by  the  Fed  are 
precipitated  by  events  having  little  or  nothing  to  do  with  their  bank  regulatory  re- 
sponsibilities. This  was  the  case  with  the  surprise  Penn  Central  collapse  in  1970. 
This  was  the  case  with  the  sterling/gold  crises  in  1967-68.  This  was  the  case  with 
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several  foreign  exchange  crises,  such  as  1978.  The  1980's  gave  us  Drexel  and  there 
are  many  more  examples. 

The  F^d  has  regulatory  jurisdiction  over  only  a  small  fraction  of  the  financial 
marketplace.  Nevertheless,  it  has  demonstrated  consistently  its  capacity  to  respond 
effectively  to  financial  crises  in  areas  where  it  has  zero  jurisdictional  regulatory  au- 
thority. Indeed,  the  central  bank's  intervention  frequently  commences  before  the 
precipitating  circumstances  are  fully  appreciated.  Such  is  the  nature  of  the  financial 
marketplace. 

This  intervention,  however,  has  everything  to  do  with  the  Federal  Reserve's  re- 
sponsibility for  monetary  policy  and  the  mechanics  for  its  execution.  It  has  little  to 
do  with  whether  Bank  A  should  merge  with  Bank  B;  or  whether  banks  should  be 
allowed  to  have  mutual  funds,  etc. 

I  will  conclude  with  a  quotation  from  a  foremost  authority  on  this  issue,  the  Presi- 
dent of  the  German  Central  Bank,  Dr.  Helmut  Schlesinger.  He  made  these  remarks 
in  March  1991  at  a  seminar  in  Budapest,  "The  Parliament's  Responsibility  for  Eco- 
nomic Development"  for  which  Senator  DeConcini  and  Congressman  Steny  Hoyer 
were  responsible. 

I  quote  Dr.  Schlesinger: 

Another  question  is  whether  an  independent  central  bank  should  have  the  full 
responsibility  of  banking  supervision,  which  implies  having  the  right  to  close  a 
bank  if  necessary,  to  ask  for  the  dismissal  of  the  responsible  bank  management, 
to  ask  for  sanctions,  etc. 

"My  personal  impression  is  that  this  is  not  the  ideal  combination.  If  a  central 
bank  is  independent,  it  cannot  or  should  not  act  like  a  Government  authority,  like 
a  court,  or  iQce  a  bank  policeman.  The  German  practice  is  to  leave  the  authority 
to  a  Government  agency.  The  central  bank  acts  only  as  an  agent;  it  brings  in  all 
its  expertise,  but  it  has  no  authority  of  its  own  in  tnis  field.  My  attitude  is  influ- 
enced by  the  observation  that  an  independent  central  bank  can  keep  its  independ- 
ence even  in  the  event  of  a  bank  failure.  It  should  not  be  forced  to  try  to  save 
a  bank  by  providing  central  bank  money  if  there  is  no  very  strong  case  for  doing 
so;  there  should  be  no  conflict  between  its  supervisory  and  its  other  central  bank 
functions,  its  main  function,  to  keep  the  value  of  the  money  stable." 

Final  Points 

•  The  Federal  Banking  Commission  in  practice  will  reinforce  the  dual  banking  sys- 
tem, so  I  do  not  see  why  that  is  an  issue  at  all. 

•  Nor  do  I  see  at  issue  the  continued  independence  of  the  Federal  Reserve  System 
in  its  exclusive  management  of  monetary  policy. 


PREPARED  STATEMENT  OF  JOHN  F.  SANDNER 

Chairman  of  the  Board  of  Directors,  Chicago  MERCAhmLE  Exchange 

Summary 

Mr.  Chairman  and  Members  of  the  Banking  Committee,  this  Committee  is  fo- 
cused on  the  consequences  of  and  the  cures  for  the  fragmented  Federal  bank  regu- 
latory apparatus.  You  examined  a  set  of  functionally  identical  institutions,  the 
banks,  thrifts  and  savings  and  loans,  and  observed  four  separate  Federal  agencies 
with  overlapping  responsibilities.  The  consequences  of  that  structure  came  as  no 
surprise:  inefficiency,  inconsistency,  duplication,  and  loopholes.  If  the  larger  problem 
were  confined  to  this  one  class  of  institutions,  I  could  support  the  Administration 
approach  without  qualm  or  reservation. 

But,  the  problem  in  the  Federal  financial  regulatory  structure  is  not  confined  to 
the  fragmented  regulation  of  banks.  The  long-term  problem  is  that  the  regulators 
look  at  banks,  money  market  funds,  insurance  companies,  mutual  funds,  over-the- 
counter  markets,  exchange  markets,  and  other  financial  service  providers  as  sepa- 
rate institutions  susceptible  to  distinct  regulatory  schemes.  This  is  the  paradigm  of 
institutional  regulation  that  dominates  Federal  financial  regulation.  Ob\nously,  in 
the  case  of  banks,  the  picture  is  far  more  complicated  because  of  historical  exigen- 
cies that  have  fragmented  that  institutional  model  to  the  point  of  immediate  regu- 
latory meltdown. 

The  simpler  world  that  justified  institutional  regulation  has  given  way  to  a  far 
more  complicated  milieu  where  distinctions  among  financial  institutions  have 
blurred  to  the  point  of  eradicating  the  differences  and  overwhelming  the  institu- 
tional approach  to  regulation. 

You  have  given  me  the  opportunity  to  express  the  views  of  the  Chicago  Mercantile 
Exchange  on  a  subject  that  we  have  thought  long  and  hard  about:  the  impact  of  the 
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1930's  model  of  Federal  financial  regulatory  structure  on  the  ability  of  American  fi- 
nancial marketplaces  and  American  financial  institutions  to  compete  in  the  financial 
markets  of  the  1990's.  I'm  here  to  tell  you,  and  through  you  to  tell  the  American 
people,  that  the  present  Federal  financial  regulatory  structure: 

•  Is  characterized  by  duplicative  regulatory  authority  over  similar  market  functions, 
inconsistent  regulatory  policies  addressing  similar  market  practices,  and  con- 
tradictory regulatory  goals  for  similar  market  developments; 

•  Is  far  more  costly  than  is  needed  to  keep  the  financial  markets  of  the  U.S.  fair, 
honest,  and  accessible,  because  the  multiplicity  of  Federal  financial  regulatoiy 
agencies  necessarily  gives  rise  to  repeated  reinvention  of  the  bureaucratic  wheel; 
and 

•  Acts  as  an  impediment,  rather  than  an  encouragement,  to  continued  American 
primacy  in  the  financial  market  arena — and  as  an  impediment  to  economic  growth 
generaUy  in  the  U.S. — because  duplicative,  inconsistent,  contradictory,  costly  reg- 
ulation is  a  price  that  participants  in  the  linked  financial  markets  of  the  1990  s 
need  not  and  will  not  bear. 

The  present  Federal  financial  regulatory  structure  is  not  broken  in  the  sense  of 
a  machine  that  has  ground  to  a  halt,  but  it  is  malfunctioning  badly  and  visibly  in 
the  inhibition  of  financial  market  innovation  and  the  imposition  of  artificial  legal 
barriers  on  financial  market  competition.  It  is  broken  in  the  sense  of  the  ever-in- 
creasing, ever-more-perceptible  erosion  of  American  financial  market  share  and  the 
loss  of  financial  market  jobs  and  dollars  for  the  U.S.  economy. 

We,  at  the  Chicago  Mercantile  Exchange,  have  publicly  proposed  what  we  believe 
could  be  a  model  for  a  revamped  Federal  financial  regulatory  structure — a  construc- 
tive "fix"  for  a  system  clearly  "broken"  in  many  fundamental  regards.  Our  model 
would  consolidate  Federal  regulation  of  all  financial  market  participants  to  achieve 
coordination  of  regulatory  policy  across  institutional  lines,  and  would  organize  the 
newly  consolidated  Federal  financial  regulatory  service  so  that  financial  products 
and  services  delivering  similar  benefits  and  risks  can  be  subjected  to  substantially 
equivalent  regulation  and  so  that  economic  competition  rather  than  jurisdictional 
barriers  or  differences  in  supervision  can  determine  which  products,  services,  and 
market  instrumentalities  succeed  in  the  marketplace. 

While  we  have  invested  great  effort  in  refining  and  promoting  our  model,  we  real- 
ize that  the  obstacles  to  reform  are  high  and  broad.  S.  1633,  introduced  by  Senators 
Riegle  and  D'Amato,  demonstrates  a  fmer  appreciation  for  political  reality.  The  Ad- 
ministration and  the  Federal  Reserve  have  also  weighed  in  with  competing  reform 
proposals.  Our  principal  reservation  respecting  all  of  these  efforts  is  that  successful 
reform  in  the  banking  sector  will  lessen  or  eliminate  the  pressure  for  the  kind  of 
reform  that  wUl  lead  to  a  replacement  of  institutional  regulation  by  genuine  func- 
tional regulation.  Ironically,  what  is  obviously  good  for  the  banking  industry  may 
be  bad  news  for  the  ultimate  goal  of  reforming  the  overall  structure  of  financial  reg- 
ulation in  the  United  States. 

On  behalf  of  the  Chicago  Mercantile  Exchange,  I  want  to  thank  you  for  the  oppor- 
tunity to  present  our  analysis  and  our  model  for  your  consideration. 

Testimony 

I.  The  President's  Call  for  Change 

I  was  honored  to  be  invited  to  speak  at  President  Clinton's  Little  Rock  economic 
conference  in  December  1992  on  the  very  issues  that  this  Subcommittee  is  now  ad- 
dressing. In  his  "Vision  of  Change  in  America,"  President  Clinton  asserted: 

The  Federal  Government  is  more  complex  than  it  needs  to  be.  Often,  many  dif- 
ferent agencies  deal  with  the  same  issue  and  individuals,  businesses,  commu- 
nities, and  States  find  it  impossible  to  have  their  problems  addressed.  Depart- 
ments and  agencies  are  already  consolidating  and  simplifying  their  operations, 
and  the  Administration  will  seek  to  rationalize  and  streamline  functions  Govern- 
ment-wide. 

With  that  in  mind,  we  have  put  forth  a  vision  of  our  own.  I  suggested  that  every 
rule,  policy,  and  regulation  should  be  promulgated  only  after  answering  the  ques- 
tion: 'T)oes  this  help  or  hurt  business?"  I  called  for  a  new  partnership  between  Gov- 
ernment and  business  that  will  benefit  the  American  people  with  new  jobs  and  eco- 
nomic growth.  Since  that  time,  in  response  to  the  Administration's  request  and  in 
response  to  Vice  President  Gore's  National  Performance  Review,  we  have  refined 
our  ideas  and  drafted  a  specific  plan  for  regulatory  reform.  Premised  on  the  fact 
that  the  Federal  financial  regulatory  structure  has  not  adapted  to  the  changes  in 
U.S.  financial  services  and  how  they're  delivered,  the  Merc  has  developed  its  own 
"Model  for  Federal  Financial  Regulation." 
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n.  A  Space-Age  Industry  Cannot  Operate  Under 
Horse-and-Buggy  Regulation 

The  hard  truth  is:  We  cannot  expect  to  remain  globally  competitive  for  the  bal- 
ance of  this  century  and  on  into  the  21st,  unless  we  move  now  to  rethink  and  re- 
shape our  country's  scheme  for  regulating  financial  services.  In  a  nutshell,  America 
caimot  continue  to  regulate  a  space-age  industry  with  horse-and-buggy  rules. 

Back  in  1934,  when  the  Congress  enacted  the  legislation  establishing  the  Securi- 
ties and  Exchange  Commission,  the  only  futures  markets  in  existence  were  actually 
domestic  marketplaces  for  agricultural  commodities.  That  was  largely  true  even  19 
years  ago  when  tne  Commodity  Futures  Trading  Commission  was  established. 

Today,  nearly  everything  about  our  industry  has  changed.  The  Chicago  Mercantile 
Exchange,  for  example,  is  no  longer  solely  an  agricultural-commodity  marketplace. 
Rather,  it  is  among  the  world's  busiest  financial  risk  and  asset  management  centers. 
In  1982,  our  "commodity"  marketplace  posted  a  daily  average  of  133,000  contracts 
traded.  Today,  an  average  of  nearly  900,000  futures  and  options  are  traded  daily 
at  the  Merc.  The  annual  notional  dollar  value  of  all  this  is  over  $150  trillion. 

Nowadays,  60  percent  of  the  Merc's  annual  volume  derives  from  interest-rate  fu- 
tures and  options,  23  percent  from  currencies,  12  percent  from  stock  indices  and  less 
than  5  percent  from  tne  traditional  commodities,  the  agricultural  products.  In  addi- 
tion, futures  options,  which  didn't  even  exist  until  1983,  now  constitute  nearly  a 
fifth  of  our  volume. 

Due  to  modem  technology,  the  microchip,  fiber  optics,  and  satellite  communica- 
tions, none  of  this  has  happened  in  isolation.  In  1982,  volume  for  the  entire  industry 
was  112.4  million  contracts  traded.  Outside  the  United  States,  there  was  just  one 
financial  futures  exchange,  the  London  International  Financial  Futures  Exchange. 
Today,  LIFFE,  as  it  is  called,  is  just  one  of  more  than  30  such  exchanges,  located 
in  almost  every  major  city  in  the  world,  trading  financial  futures  and  options  on  the 
open  out-cry  auction  trading  system  we  created.  Two  years  ago  LIFFE,  for  the  first 
time  ever,  posted  volume  greater  than  either  the  Chicago  Merc  or  the  Board  of 
Trade  on  the  same  single  day.  This  year  LIFFE  is  regularly  out-trading  both. 

Those  30  exchanges  are  not  our  only  competitors.  We  compete  with,  and  to  some 
extent  are  nourished  by,  the  interbank  currency  markets  and  the  off-exchange  and 
over-the-counter  markets — which  have  grown  and  continue  to  grow  dramatically.  All 
of  which  is  fine,  as  long  as  we're  allowed  to  compete.  It's  just  that  our  financial- 
services  rulebook,  first  conceived  six  decades  ago,  is  totally  inadequate  on  the 
threshold  of  the  21st  Century.  We're  being  asked  to  play  the  Dallas  Cowboys  in  our 
leather  helmets  with  Amos  Alonzo  Stagg's  playbook.  Under  those  circumstances,  you 
wouldn't  be  inclined  to  bet  the  ranch  on  us. 

The  laws  now  on  the  books  are  vestiges  of  a  very  different  era.  When  business 
was  retail-oriented.  When  there  was  little  or  no  international  competition.  When  fu- 
tures and  securities  were  clearly  delineated.  Now  it's  all  blurred:  products,  services, 
maiket  participants,  and  the  marketplaces  themselves.  Meantime,  regulation  has 
been  piled  upon  regulation,  nearly  always  in  reaction  to  some  "problem  that  had  to 
be  fixed." 

m.  There  is  Broad  Agreement 

Excepting  those  very  few  firms  that  are  direct  beneficiaries  of  regulatory  ineffi- 
ciencies, all  those  involved  in  the  financial  services  industry — banks,  securities 
firms,  commodity  firms,  money  managers,  insurance  companies — universallv  agree 
that  the  current  regulatory  structure  for  financial  services  imposes  costly  duplica- 
tions, inefficient  operations,  and  barriers  to  competition.  The  current  regulatory 
structure  has  the  following  adverse  features: 

•  An  outmoded  regulatory  system  is  choking  the  competitive  spirit  of  the 
U.S.  financial  services  industry; 

•  The  contours  of  the  regulatory  landscape  are  as  damaging  to  the  industry 
as  is  the  philosophy  of  the  regulators; 

•  Institutions  offering  functionally  identical  products  are  subject  to  sepa- 
rate and  inconsistent  regulatory  regimes;  and 

•  In  many  cases,  the  performance  of  a  single  function  is  subject  to  inconsist- 
ent, overlapping  regulation. 

An  outmoded  regulatory  system  is  choking  the  competitive  spirit  of  the 
U.S.  financial  services  industry:  The  financial  services  industry  in  the  United 
States  has  lost  its  competitive  edge  to  off-shore  competition.  Our  people  have  not 
lost  their  aggressiveness  or  their  technological  superiority,  but  our  regulatory  sys- 
tem is  in  the  process  of  forcing  the  best  and  the  brightest  to  operate  overseas  and 
of  allowing  foreign  competition  to  usurp  the  inventions  of  U.S.  markets  and  our  fi- 
nancial service  industry. 
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Futures  and  options  markets  foster  their  business  of  providing  risk  management 
services  by  offering  low  costs  and  liquid  markets.  U.S.  futures  markets  are  world 
leaders  because  our  costs  have  been  lower  and  liquidity  better  than  those  of  our  for- 
eign rivals.  Our  foreign  competitors  are  rapidly  cutting  into  our  lead  by  copying  our 
best  features  and  avoiding  the  regulatory  and  structural  defects  that  weaken  our 
markets.  Regulatory  excesses  jeopardize  our  fragile  competitive  lead  and  threaten 
the  export  of  this  cost-sensitive  business  to  jurisdictions  that  understand  the  con- 
sequences of  inappropriate  regulation  of  such  nighly-mobile  businesses. 

The  U.S.  fijtures  markets  are  actors  in  a  global  marketplace  that  includes  regu- 
lated exchanges  and  unregulated  over-the-counter  markets.  The  push  of  a  button  in- 
stantly moves  business  from  country  to  country,  accessing  the  most  efficient,  least 
costly  mariiets.  The  specter  of  markets  moving  overseas  is  not  fantasy.  On  four  re- 
cent occasions,  when  the  operations  of  U.S.  markets  were  temporarily  impaired,  the 
business  was  immediately  transacted  in  Europe.  No  one  waited  on  trie  sidelines  for 
the  given  U.S.  market  to  reopen. 

The  contours  of  the  regulatory  landscape  are  as  destructive  of  the  industry 
as  is  the  philosophy  of  the  regulators:  The  present  Federal  regulatory  system 
regulates  institutions  without  regard  to  the  economic  service  being  provided.  This 
system  is  an  artifact  of  times  when  we  had  domestic  markets  performing  for  retail 
users  in  a  stately  fashion.  Those  were  times  when  banks  were  banks  and  brokers 
were  brokers  and  their  functions  were  clearly  delineated.  When  this  delimitation  is 
combined  with  the  various  grants  of  exclusive  or  limited  jurisdiction  to  the  regu- 
lators, a  strange  landscape  of  contradictory  regulation  is  the  invariable  product. 
That  landscape  is  speckled  with  the  land  mines  of  costly,  inefficient,  duplicative, 
and  inconsistent  regulation. 

Institutions  offering  functionally  identiccd  products  are  subject  to  sepa- 
rate and  noncoordinated  regulatory  regimes:  The  operation  of  open  and  com- 
petitive domestic  and  international  markets  for  financial  products  ana  services  has 
in  recent  years  driven  traditionally  distinct  financial  market  participants  and  finan- 
cial marketplaces,  both  in  the  United  States  and  worldwide,  to  imitate  and  to  dupli- 
cate each  other's  functions.  Money  market  funds  with  check  writing  privileges  imi- 
tate banks.  Bank  collective  trusts  imitate  mutual  funds.  Corporations  couple  futures 
contracts  and  options  to  their  debt  issues  to  make  them  more  attractive  to  institu- 
tional investors.  Over-the-counter  markets  imitate  all  of  the  features  of  regulated 
maricets  without  the  impediments  of  regulation,  fees,  and  taxes. 

The  Federal  financial  regulatory  structure  has  failed  to  adapt  to  these  market 
changes  as  U.S.  financial  services  have  changed  dramatically  ana  international  com- 
petition has  increased  exponentially. 

In  failing  to  keep  pace  with  the  changing  realities  of  the  financial  markets,  the 
existing  regulatory  structure  has  undermined  its  own  effectiveness.  In  many  con- 
texts it  has  become  counterproductive  to  desirable  economic  activity.  Rather  than 
providing  conditions  for  market  changes  and  innovations  to  occur  with  maximum 
systemic  safety,  it  has  tended  to  stifle  competition  and  innovation. 

In  many  cases,  the  performance  of  a  single  function  is  subject  to  inconsist- 
ent, overlapping  regulation:  The  Federal  fmancial  regulatory  structure,  by  rely- 
ing on  institutional  rather  than  functional  regulation,  has  magnified  regulatory 
costs  by  replicating  regulatory  activities  in  multiple  agencies  that  all  too  frequently 
pursue  conflicting  policy  and  bureaucratic  goals  at  the  expense  of  financial  market 
participants. 

The  consequence  of  costly,  unnecessary  regulation  is  loss  of  market  share: 
The  regulatory  philosophy  and  the  structure  of  financial  services  regulation  have 
combined  to  weaken  our  industry's  position  in  world  finance.  We  must  understand 
the  ease  with  which  business  may  be  transported  beyond  our  borders.  We  have  seen 
the  domestic  U.S.  Treasury  Bond  trading  market  move  to  England  in  a  matter  of 
seconds  when  a  domestic  exchange  could  not  operate.  We  have  seen  a  transaction 
tax  destroy  a  nascent  market  in  Sweden  and  the  inability  to  revive  that  market 
after  the  fact.  We  have  seen  oppressive  Japanese  regulations  push  enormous  vol- 
umes of  Japan's  natural  business  to  Singapore.  The  record  is  clear:  When  a  market 
becomes  more  expensive  by  reason  of  transaction  taxes,  or  by  reason  of  regulations 
judged  not  to  be  cost-effective  by  market  users,  the  market  evaporates  and  is 
reincarnated  in  a  country  with  a  better  understanding  of  the  economics  of  trading 
and  the  needs  of  market  users. 

A  hostile  regulatory  philosophy,  keyed  to  the  moment-by-moment  protec- 
tion of  widows  and  orphans,  is  being  applied  to  a  highly  self-regulated,  com- 
pliance-oriented financial  market  dominated  by  financial  institutions:  As  re- 
gards regulatory  pnilosophy,  what  started  out  as  oversight  of  regulation  by  self-reg- 
ulatory organizations  has  now  become  micromanagement  of  all  aspects  of  the  finan- 
cial services  industries,  sometimes  by  Congress  and  always  by  the  regulatory  agen- 
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cies  involved.  We  must  go  back  to  relying  on  effective  self-regulation  backed  by 
strong  oversight  of  the  self-regulatory  organizations'  activities.  The  fundamental 
Federal  regulatory  philosophy  should  of  course  be  skeptical  and  demanding,  in  view 
of  the  financial  industry's  stewardship  of  other  people's  money,  but  should  not  be 
allowed  to  become  so  inherently  adversarial  as  to  be  counterproductive  to  the 
public's  ultimate  need  for  financial  market  leadership  in  the  U.S. 

The  financial  regulators  are  reluctant  to  allow  market  forces  to  rule  mar- 
ket behavior:  It  is  clear  to  aU  experienced  market  professionals  that  the  market 
is  the  best  and  most  effective  judge  of  whether  a  product  serves  a  legitimate  purpose 
and  need.  Products  that  do  not  serve  such  needs  fail — at  great  cost  to  the  sponsoring 
entity. 

I  want  to  provide  some  specific  examples.  The  ones  that  come  most  readily  to 
mind  focus  on  the  CFTC,  with  which  I  am  most  familiar,  though  I  am  assured  by 
my  friends  in  the  securities  and  banking  industries  that  our  experience  is  shared 
throughout  the  financial  services  industry.  The  original  philosophy  of  regulation  in 
our  industry  was  to  require  effective  self-regulation  backed  by  strong  Federal  over- 
sight of  the  self-regulatory  organization's  activities.  That  philosophy  has  eroded  be- 
yond recognition.  Regulation  is  now  founded  on  micromanagement  starting  at  the 
congressional  level  and  reinforced  at  the  agency. 

But,  the  single  greatest  impediment  to  the  continuing  viability  of  organized  fu- 
tures markets  is  the  requirement  that  rules  and  contracts  be  approved  in  advance 
of  implementation  and  trading.  Astute  regulation  in  comparable  countries  allows  ex- 
changes to  adopt  and  implement  rules  subject  to  disapproval  by  the  regulator  in  the 
event  that  the  rules  are  contrary  to  law  or  regulation.  New  contracts  may  be  traded 
without  first  passing  regulatory  scrutiny. 

In  contrast  to  the  U.S.,  the  U.K.  regulator  requires  notification  but  not  advance 
approval  of  futures  contracts.  It  views  listing  a  new  futures  product  to  be  the  ex- 
change's "commercial  decision"  and  as  little  as  one  day's  notice  is  needed  before 
launching  a  new  product.  The  U.K.'s  LIFFE  is  now  the  world's  third-largest  futures 
exchange,  and  growing,  even  though  it  started  little  more  than  10  years  ago. 

At  the  request  of  market  participants  and  clearing  members  the  CME  created  a 
program  to  allow  equity  securities  that  make  up  the  S&P  500  to  be  deposited  as 
performance  bond  collateral  at  the  Clearing  House.  On  January  7,  1991,  the  CME 
submitted  proposed  amendments  to  rules  821  and  825  to  permit  deposits  of  stock 
as  performance  bond  collateral  to  the  CFTC.  These  amendments  were  finally  ap- 
proved in  April  1992.  In  contrast,  the  Options  Clearing  Corporation,  subject  to  Secu- 
rities and  Exchange  Commission  ("SEC")  regulation,  has  been  accepting  stock  re- 
ceipts as  performance  bond  collateral  since  1982.  No  one  has  ever  demonstrated  that 
public  policy  interests  would  not  be  served  if  the  CFTC's  power  were  limited  to  re- 
pealing or  amending  contract  market  rules. 

Money  managers  now  typically  need  to  use  derivatives  for  hedging  and/or  yield 
enhancement.  As  a  result,  they  must  register  both  as  Investment  Advisors  and  Com- 
modity Trading  Advisors  or  Commodity  Pool  Operators.  They  must  therefore  satisfy 
both  the  SEC's  and  CFTC's  rules  and  requirements. 

On  a  similar  note,  the  vast  majority  of  brokers  are  SEC  registrants  but  lack 
CFTC  registration.  The  CFTC  registrants  often  lack  the  corresponding  SEC  license. 
This  dichotomy  means  that  most  brokers  are  limited  to  recommending  a  single  mar- 
ket when  dealing  in  currencies,  interest  rates,  and  equity  indices.  Customers  suffer 
from  the  constraint  to  the  extent  that  they  are  offered  an  incomplete  view  of  the 
market  and  often  fail  to  get  the  best  price  or  the  best  product  available. 

Financial  firms  frequently  find  themselves  subject  to  overlapping  investigations 
and  audits  from  the  numerous  agencies  that  have  separate  responsibility  for  their 
divisions  and  subsidiaries.  The  uncoordinated  investigations  are  not  likely  to 
produce  a  full  and  accurate  picture  of  the  firm's  overall  operations  and  condition. 
The  problem  is  even  more  pronounced  when  a  bank  is  involved. 

Capital  requirements  for  financial  firms  vary  from  regulator  to  regulator  and 
produce  a  kind  of  "regulatory  shopping"  that  disadvantages  firms  that  do  not  par- 
ticipate in  banking,  securities,  and  futui«s.  Consistent,  risk-based  capital  require- 
ments would  eliminate  these  discrepancies  and  ultimately  enhance  the  safety  of  the 
system  as  a  whole. 

Changes  in  substantive  law  and  regulatoiy  attitudes  wUl  be  important,  but  struc- 
tural change  is  required  to  achieve  greater  flexibility,  responsiveness,  cost-effective- 
ness and  einciency  in  Federal  financial  regulation.  Some  seem  to  feel  that  a  merger 
of  the  SEC  and  CFTC  amounts  to  the  quick  and  easy  route  to  reform.  In  fact,  a 
hostUe  takeover  has  been  on  the  SEC's  agenda  for  some  time.  That  is  a  cosmetic 
approach.  It's  form  over  function  that  womd  really  stifle  the  creativity  of  the  U.S. 
futures  industry.  We  would  oppose  such  a  solution  vigorously. 
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Summary:  The  bottom  line  amounts  to  what  I  said  to  the  President  in  Little 
Rock,  at  his  economic  conference: 

Government  cannot  help  business  at  the  expense  of  individual  welfare.  But  too 
many  rules  follow  the  motto  "you  cannot  be  too  careful."  The  truth  is  you  can  be 
too  careful.  Government  can  and  should  help  business  do  its  job.  And  the  economy 
wUl  be  fundamentally  stronger  as  a  result.  .  .  . 

If  the  slate  could  be  wif>ed  clean,  what  tax  and  regulatory  structure  would  we 
want  for  the  long-term  growth  and  prosperity  of  our  citizens?  We  would  build  it 
around  incentives  to  help  business  success.  .  .  .  Business  can  no  longer  tolerate 
stifling  regulations  and  the  micromanagement  by  Government  that  threatens  its 
productivity  and  its  very  existence. 

To  quote  from  the  1986  House  Subconmiittee  Chairman's  Report  entitled  "Re- 
structuring Financial  Markets:  The  Major  Policy  Issues": 

There  is  a  uniting  theme  in  the  extensive  body  of  law  and  regulation  governing 
U.S.  financial  institutions:  recognition  of  the  financial  system's  economic  role.  Un- 
less the  system  as  a  whole  facilitates  the  transformation  of  financial  capital  into 
economic  activity  and  growth,  other  objectives  and  strategies — including  those 
that  protect  customers — will  be  ineffective. 

IV.  Where  Do  We  Go? 

We  at  the  Chicago  Mercantile  Exchange  propose  a  sweeping  overhaul  of  the  regu- 
latory structure  based  on  functional  regulation  by  product,  not  by  exchange  or  in- 
dustry. Such  an  overhaul  has  the  potential  to  reduce  Government  spending,  nelp  the 
U.S.  financisd  services  industry  better  compete  in  a  global  environment  and  better 
protect  U.S.  consumers  whose  savings  and  investments  are  crucial  to  the  success  of 
an  economic  recovery. 

These  are  extraordinary  times  in  which  conventional  wisdom  matters  little.  The 
House  Banking  Committee's  Subcommittee  Chairmen,  in  a  letter  to  Speaker  Foley, 
have  asserted  correctly  that  "jurisdictional  bickering  is  one  of  the  most  unfortunate 
reasons  why  we  have  institutional  gridlock,  resulting  in  the  failure  to  pass  many 
iniportant  and  needed  pieces  of  legislation." 

While  gridlock  has  persisted,  LTS.  dominance  as  the  home  of  organized  derivative 
financial  markets  has  eroded.  In  just  the  past  4  years,  our  share  of  world  markets 
has  shrank  from  over  three-quarters  to  just  over  half.  Admittedly,  the  pie  has  ex- 
panded, meaning  that  our  volume  continues  to  grow  somewhat.  Still,  we  cannot  ig- 
nore the  offshore  growth,  particularly  when  England,  France,  Germany,  Japan,  and 
Singapore  have  made  such  considerable  strides  using  our  model — with  a  crucial  dif- 
ference. Save  for  Japan,  they  all  benefit  from  enlightened,  cooperative  regulation, 
which  is  why  they  have  made  such  significant  strides. 

In  li^ht  of  all  this,  ours  is  a  realistic  model  for  restructuring  financial-services 
regulation.  It  paves  the  way  for  substantial  savings  in  administrative  costs,  some 
$300  million  by  our  conservative  calculations.  Equally  important,  it  would  nourish 
substantial  growth  and  productivity  in  the  U.S.  financial-services  industry,  creating 
thousands  of  additional  jobs. 

V.  The  Case  for  Restructuring  Financial  Regulation 

A.  Background 

The  current  regulatory  structure  imposes  costly  duplications,  inefficient  oper- 
ations, and  barriers  to  conopetition  in  the  markets.  To  understand  how  we  got  to 
this  point,  recall  that  the  SEC  was  authorized  in  the  wake  of  the  Great  Depression, 
massive  bank  failures,  and  the  stock  market  crash  of  1929.  The  basic  regulatory 
structure  for  securities  markets  in  the  U.S.  has  not  changed  in  nearly  70  years.  The 
CFTC,  on  the  other  hand,  was  created  in  1974,  when  futures  markets  were  largely 
confined  to  physical,  storable,  deliverable  commodities,  and  options  barely  existed. 
Nineteen  years  later,  the  volume  of  trade  in  financial  futures  and  options  products 
on  currencies,  interest  rates,  and  stock  indexes  dwarfs  that  of  physical  commodities. 

On  October  8,  1992,  almost  4  years  after  reauthorization  legislation  for  the  CFTC 
was  introduced  in  Congress,  a  final  compromise  bill  was  passed — reauthorizing  the 
agency  for  2  years.  During  the  4  years  it  took  to  pass  the  bill,  the  world's  financial 
landscape  changed  dramatically  and  many  new  financial  products  and  services  were 
introduced.  Some  of  these  products  are  regulated  by  the  SEC,  some  by  the  CFTC, 
some  not  at  all.  While  these  products  were  coming  to  market,  the  SEC  and  the 
CFTC  were  engaged  in  a  "turf  fight"  over  the  regulation  of  stock  index  futures  that 
led  to  bitter  feelings  at  each  agency.  At  the  same  time,  various  interests  in  the  fi- 
nancial products  arena,  regulators  and  Congressmen  spent  inordinate  amounts  of 
time  determining  the  future  course  of  regulation  in  the  over-the-counter  derivative 
maritets.  Fifty  members  of  the  Congress,  representing  four  separate  committees  of 
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the  House  and  Senate,  were  appointed  to  a  conference  committee,  which  found  it 
impossible  to  meet  even  once  between  November  1991  and  July  1992.  Now  that  the 
CFTC  has  been  reauthorized  for  only  2  years,  the  entire  process  could  repeat  itself, 
and  at  what  cost  to  the  taxpayer  who  does  not  see  the  need  for  this? 

The  markets  have  changed  dramatically  in  the  past  two  decades.  The  financial 
service  industry  was  the  domestic  retail  oriented  small  and  technologically  slow  and 
inefficient.  Those  markets  are  today  global,  institutional,  huge,  and  technologically 
at  the  cutting  edge.  What  was  a  stock  market  dominated  by  individual  stock  traders 
in  1970  is  now  a  market  dominated  by  institutional  investment  managers.  The  sav- 
ings and  pensions  of  the  average  American  are  now,  to  an  increasingly  greater  ex- 
tent, "passively  invested"  through  mutual  funds,  pension  funds,  IRA's  and  401(k) 
plans.  "Indexation,"  the  process  of  trading  market  segments  or  the  market  as  a 
whole  rather  than  individual  stocks,  has  gained  an  enormous  and  growing  following 
because  of  the  proven  risk-reducing  and  yield-enhancing  value  of  pwrtiolio  diver- 
sification. Today's  professional  money  managers  allocate  assets  among  a  variety  of 
stock,  bond,  commodity,  and  money  markets  in  their  quest  to  maximize  returns  to 
their  clients.  Stock  index  futures  and  options,  first  introduced  in  1982,  are  now  rec- 
ognized as  essential  ingredients  in  trading  stock  portfolios. 

In  today's  world,  the  distinct  functions  performed  by  distinct  institutions  no 
longer  apply.  Indeed,  different  institutions  now  perform  similar  functions  and  offer 
similar  products  and  services  to  common  users  across  markets.  The  examples  are 
easy  to  list — banks  sell  stocks,  mutual  funds  invest  in  money  markets,  banks  and 
insurance  companies  offer  mutual  funds,  securities  professionals  offer  risk  manage- 
ment strategies  and  fbtures  professionals  offer  hybrids,  cash  and  asset  allocation 
transactions,  etc. 

The  result  of  the  institutional  regulatory  concepts  we  currently  labor  under  are: 

•  Unwieldy  regulatory  Agencies 

•  Unconscionable  mountains  of  regulation 

•  Agencies  consumed  with  protecting  "turf 

•  Agencies  which  compensate  for  lack  of  knowledge  or  willingness  to  innovate  by 
oppressive  micromanagement 

•  Agencies  which  duplicate  each  other's  audits,  enforcement,  and  regulation 

•  Agencies  which  create  inconsistent  regulations  for  the  same  product 

The  motives  and  reasons  for  today's  financial  services  regulatory  scheme  are  hope- 
lessly antiquated. 

B.  Rationale 

A  unique  window  of  opportunity  now  exists  to  overhaul  our  regulatory  structure 
so  that  our  homegrown  U.S.  financial  markets  can  enter  the  21st  Century  able  to 
compete  effectively  in  a  world  where  financial  products  know  no  borders.  Unless  we 
act  now,  we  are  assured  more  of  the  same. 

The  process  must  now  begin  to  bring  us  into  the  21st  Century  with  a  rational, 
functional  system  of  regulation  for  a  major  portion  of  the  financial  services  industry. 
Congress  is  full  of  new  faces  and  new  chairs  will  be  confirmed  to  both  the  SEC  and 
CFTC.  As  recently  as  10  years  ago,  overseas  maricets  represented  no  threat.  Today 
their  rapid  expansion  may  serve  to  catalyze  the  leaders  in  the  domestic  financial 
services  industry  to  put  aside  narrow  self-interests  in  favor  of  the  broader  concerns 
of  the  industry. 

Perhaps  the  most  compelling  reason  for  this  effort  is  to  assure  the  continued  com- 
petitiveness of  U.S.  financial  services  in  an  increasingly  fierce  global  arena.  Ten 
years  ago  the  U.S.  market  share  in  financial  futures  and  options  approached  100 
percent;  today  it  is  less  than  50  percent  as  risk  management  exchanges  and  prod- 
ucts have  proliferated  in  financial  capitals  worldwide.  Ten  years  ago  there  were  no 
significant  financial  futures  exchanges  outside  of  Chicago;  today  there  are  more 
than  30.  Our  foreign  competitors,  for  the  most  part,  do  business  under  generally 
user-friendly,  single-regulator  frameworks. 

C.  Some  Key  Tenets 

First,  it  is  essential  that  the  new  regulator  be  committed  to  cost-effective  regula- 
tion that  will  save  tax  dollars,  relieve  tne  industry  of  the  burdens  of  duplicate  regu- 
lation and  uncertainty,  and  make  it  cheaper  for  the  end  users  to  participate  in  our 

markets.  •      i     u 

Second,  the  preexisting  regulatory  schemes  and  personnel  should  not  smiply  be 
cobbled  together  under  a  new  name. 

Third,  an  active  and  continuing  program  to  eliminate  past  prejudices  against  par- 
ticular products,  maricets,  and  salos  practices  must  be  in  place  and  assured.  In  par- 
ticular, the  open  out-cry  auction  maricet,  which  has  served  the  futures  industry  so 
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well,  must  be  afforded  the  same  respect  as  the  securities  industry's  maricet  maker 
and  specialist  systems. 

Fourth,  the  system  of  self-regulation  must  be  preserved  and  broadened  to  permit 
self-regulatory  organizations  to  act  subject  to  agency  review  and  disapproval  with- 
out continuing  to  permit  regulators  to  delay  innovation  and  experimentation.  Fi- 
nally, any  program  must  recognize  the  ri^t  of  clearing  organizations  to  set  per- 
formance bonds  (margins)  at  prudential  levels. 

VI.  The  CME's  Regulatory  Model 

The  Chicago  Mercantile  Exchange  believes  that  now  is  the  time  to  propose  a  new 
regulatory  structure. 

Federal  financial  regulation: 

•  Should  be  consolidated  in  a  single  cabinet-level  department  within  the  Executive 
Branch  of  the  Government  so  that  regulatory  policies  can  be  coordinated  across 
financial  products,  services,  and  markets  and  so  that  the  regulators  and  the  Ad- 
ministration can  be  held  accountable  for  the  success  or  failure  of  their  policies. 

•  Should  be  organized  along  modified  functional  lines  so  that  financial  products, 
services,  and  markets  delivering  similar  benefits  and  risks  can  be  subjected  to 
substantially  equivalent  regulation  and  so  that  economic  competition,  rather  than 
jurisdictional  barriers  or  differences  in  supervision,  can  determine  which  products, 
services,  and  markets  succeed  in  the  marketplace. 

•  Should  be  structured  to  encourage  innovation  in  domestic  financial  activities  and 
adaptation  in  international  markets  so  that  financial  products,  services,  and  mar- 
kets can  evolve  in  response  to  presently  foreseeable  and  still-unperceived  develop- 
ments and  challenges. 

The  model  we  propose  is  designed  to  accomplish  these  goals  and  to  balance  the 
need  for  efficiency  in  Government  regulation  with  the  equal  need  for  safeguards 
against  Government  overreaching  and  market  intrusion. 

In  brief,  the  major  features  of  the  model  that  we  propose  are  as  follows: 

•  Existing  agencies  consolidated  in  a  single  cabinet-level  department 

•  New  Federal  Financial  Regulatory  Service  governed  by  nine-member  Board 

•  FFRS  divided  into  ei^t  operating  divisions 
— Division  of  Prudential  and  Systemic  Risk 
— Division  of  Disclosure  and  Reporting 

— Division  of  Fiduciaries  and  Pooled  Vehicles 
— Division  of  Investment  Securities  Markets 
— Division  of  Risk -Shifting  Markets 
— Division  of  Banking  and  Insurance 
— Division  of  Consumer  Protection 
— Division  of  Customer  Insurance 

•  Cross-divisional  legal,  accounting,  economic,  examination,  and  enforcement  staffs 
reporting  directly  to  the  FFRS  Board 

•  Separate  administrative  court  to  hear  enforcement  cases  and  appeals 

The  full  text  of  the  model  we  propose,  accompanied  by  a  schematic  portrayal,  is 
appended  to  this  testimony. 

Conclusion 

All  human  institutions  need  to  be  restructured  from  time  to  time.  The  framework 
for  the  current  system  dates  to  the  1930's.  In  the  last  20  years,  U.S.  financial  serv- 
ices have  changed,  grown,  and  been  challenged  dramatically  in  a  global,  competitive 
environment.  Regulation  has  not  kept  pace  and,  indeed,  has  been  an  impediment 
to  efficiency,  growth,  and  competitiveness.  The  time  to  rationalize  and  restructure 
the  Federal  financial  regulatory  agencies  is  now  so  that  we  may  position  our  finan- 
cial services  industry  for  the  21st  Century.  The  Chicago  Mercantile  Exchange  has 
presented,  and  is  proposing  to  you,  a  model  for  doing  so — prudently,  flexibly,  effi- 
ciently, and  "with  recognition  of  the  financial  system's  economic  role." 

While  we  have  invested  great  effort  in  refining  and  promoting  our  model,  we  real- 
ize that  the  obstacles  to  reform  are  high  and  broad.  The  process  that  will  eventually 
lead  to  broad  reform  must  begin  at  some  level.  The  fractured  structure  of  banking 
regulation  seems  the  best  candidate  for  this  initial  step. 
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PREPARED  STATEMENT  OF  LAWRENCE  CONNELL 

Co-Chair,  Shadow  Financial  Regulatory  Committee 

Mr.  Chairman,  Members  of  the  Committee,  thank  you  for  inviting  me  to  offer 
comments  for  the  Shadow  Financial  Regulatory  Committee  on  proposals  for  consoli- 
dation of  the  bank  regulatory  apparatus. 

The  Shadow  Committee  has  issued  two  statements  on  the  subject.  Number  100, 
which  was  issued  December  13,  1993,  conmiented  on  the  U.S.  Treasury  Department 
proposal.  Number  103  was  issued  on  February  14,  1994,  and  set  forth  certain  objec- 
tives and  principles  that  the  Shadow  Committee  believes  are  important  when  ad- 
dressing regulatory  structure.  Copies  of  both  proposals  are  attached  for  your  ref- 
erence. 

I  wiU  begin  with  the  objectives  and  principles.  They  are  the  following: 

A.  Objectives 

1.  Operational  Efficiency  of  Financial  Institutions  and  Regulatory  Bodies 

Any  proposal  should  improve  not  just  the  operational  efficiency  of  the  govern- 
mental agency  itself,  but  also  the  institutions  they  regulate.  The  Treasury  proposal 
would  help  achieve  both  objectives  by  reason  of  efficiencies  gained  in  the  consolida- 
tion of  many  duplicative  functions  of  several  agencies  and  by  reducing  costs  to  fi- 
nancial institutions  with  respect  to  such  matters  as  duplicate  examinations  and  re- 
dundant, inconsistent  reporting,  and  application  requirements. 

2.  Efficiency  of  Financl\l  Markets  in  the  Allocation  of  Resources 
Efficiency  of  markets  brings  products  and  services  to  the  consumer  at  the  lowest 

costs.  The  Treasury  proposal,  by  reducing  the  regulatory  burden  on  market  partici- 
pants, would  improve  allocation  of  resources  in  banking  markets. 

3.  Innovation  in  Financial  Markets 

By  removing  regulatory  authority  from  the  Federal  Reserve  and  the  Federal  De- 
posit Insurance  Corporation  and  vesting  that  power  in  the  Federal  Banking  Com- 
mission as  chartering  agency,  the  Treasury  proposal  will  facilitate  innovation  in  fi- 
nancial markets  served,  or  potentially  served,  by  depository  institutions.  It  is  the 
chartering  process  that  provides  the  dynamism  so  necessary  to  meet  the  ever-chang- 
ing needs  of  the  marketplace.  The  Federal  Reserve  has  consistently  subordinated 
this  role  to  its  political  and  monetary  policy  objectives.  Although  the  Federal  Re- 
serve is  not  a  chartering  agency,  its  Bank  Holding  Company  Act  authorities,  effec- 
tively make  it  the  generator  of  powers  to  bank  holding  companies.  The  slow  re- 
sponse by  the  Federal  Reserve  in  granting  new  activities  to  bank  holding  companies, 
and  in  Administration  of  Regulation  Q  in  the  face  of  rapidly  changing  market  condi- 
tions greatly  contributed  to  the  loss  of  market  share  by  banks  and  bank  holding 
companies.  To  continue  the  Federal  Reserve  in  a  regulatory  role  will  only  stifle  in- 
stitutions in  the  years  ahead. 

4.  Minimum  Deposit  Insurance  Loss  Exposure 

The  Treasury  proposal  is  deficient  in  that  it  does  not  include  a  representative  of 
the  Federal  Deposit  Insurance  Corporation  on  the  Federal  Banking  Commission. 
This  is  important  because  it  is  the  FDIC's  funds  that  are  at  stake  and  it  would  be 
expected  to  be  the  most  concerned  about  potential  losses. 

5.  Effective  Monetary  Policy 

The  Shadow  Committee  believes  monetary  policy  would  be  more  effective  if  the 
Federal  Reserve  focused  its  attention  on  that  role  without  the  additional  time  con- 
suming and  sometimes  conflicting  financial  institution  regulatory  responsibilities. 
As  will  be  stated  later  when  issues  such  as  bank  solvency  and  exposure  to  the  de- 
posit insurance  fiand  conflict  with  broader  economic  issues  such  as  credit  availabil- 
ity, better  policy  will  result  if  the  conflict  is  externalized  rather  than  resolved  inter- 
nally, in  secret. 

It  is  most  important  that  regulatory  officials  be  accountable  for  their  decisions. 
Accordingly,  the  Committee  believes  accountability  in  regulatory  policy  would  be 
greatly  aided  by  the  following: 

B.  Principles 

1.  Clarity  in  Goals  and  Policies 

With  four  different  agencies  involved  with  different  roles,  clarity  of  regulatory 
goals  is  not  possible.  Consolidation  would  clarify  regulatory  goals  and  policies. 
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2.  Transparency  of  Policy  Decision  and  Underlying  Decision  Criteria 

A  properly  structured  banking  commission  would  provide  greater  transparency  of 
policy  decisions.  Only  bv  providing  full  and  honest  information  to  the  public  will  ac- 
countability be  achieved. 

3.  Insulation  of  Policies  from  Short-Term  Political  Decisions 

The  Treeisury  proposal  falls  short  in  this  respect  by  including  the  Secretary  of  the 
Treasury  on  the  Commission.  The  Shadow  Committee  recommends  that  the  Sec- 
retary of  Treasury  be  removed  and  a  representative  of  the  Federal  Deposit  Insur- 
ance Corporation  be  substituted. 

4.  Assignment  of  Potentl\lly  Conflicting  Goals  to  Separate  Agencies 

Responsibility  for  monetary  policy  and  prudential  regulation  should  not  be  lodged 
in  the  same  supervisory  agency.  Ffesponsibility  for  approving  new  institutions  and 
products  should  be  separated  from  the  insurer.  The  Treasury  proposal  would  further 
this  principle.  The  Federal  Reserve  proposal  would  do  just  the  opposite. 

On  balance  the  Shadow  Committee  believes  the  Treasury  proposal  is  a  good  begin- 
ning in  the  rationalization  of  the  financial  institution  regulatory  structure.  It  could 
be  improved  by  the  suggestions  set  forth  in  policy  statement  100.  In  the  past  Mem- 
bers of  the  Committee  had  concerns  about  a  perceived  monolithic  regulatory  struc- 
ture and  its  effect  on  the  dual  banking  system.  However,  both  concerns  have  been 
muted  by  the  development  of  alternative  financial  products  and  markets  over  the 
past  few  years. 

The  Treasury  proposal  facilitates  the  role  of  State  regulators  in  the  examination 
and  supervision  process  by  specifically  requiring  acceptance  of  State  examination  re- 
ports. 

The  Federal  Reserve  proposal,  by  adding  re^latory  supervision  of  State-chartered 
banks  and  savings  and  loans  associations  to  its  current  authority  over  State  mem- 
ber banks  and  bank  holding  companies,  is  a  thinly  disguised  effort  to  make  it  the 
Federal  Banking  Commission.  Its  reach  would  effectively  only  omit  the  few  remain- 
ing national  banks  and  savings  and  loan  associations  that  were  not  part  of  a  bank 
holding  company.  If  the  Federal  Reserve  proposal  were  successful,  the  result  would 
be  the  worst  of  all  worlds.  Many  of  the  objectives  and  policies  set  forth  by  the  Shad- 
ow Committee  would  not  be  achieved.  Accountability,  transparency,  conflict  resolu- 
tion, and  innovation  would  be  lessened.  Most  importantly,  history  suggests  that  the 
Federal  Reserve  is  institutionally  incapable  of  facilitating  innovation  necessary  to 
a  dynamic  banking  charter  required  to  meet  the  changes  of  the  marketplace.  This 
results  in  inefficient  markets  and  poor  allocation  of  resources. 

The  Federal  Reserve  has  responded  to  any  attempt  to  curtail  its  power  by  raising 
the  specter  that  such  legislation  would  render  it  unable  to  deal  with  systemic  risk 
in  the  financial  system. 

When  the  Fetferal  Reserve  was  founded  in  1913,  to  deal  with  liquidity  crises, 
membership  was  voluntary  except  for  national  banks.  Over  the  years  the  Federal 
Reserve  expanded  its  regulatory  reach  to  international  and  securities  activities  of 
banks,  consumer  protection  issues,  and  holding  company  activities,  none  of  which 
were  vital  to  its  systemic  risk  or  liquidity  crisis  roles,  but  merely  represented  80 
years  of  astute  bureaucratic  and  political  maneuvering. 

The  Treasury  Department's  regulatory  restructuring  leaves  undisturbed  the  Fed- 
eral Reserve's  real  systemic  risk  and  liquidity  crisis  functions,  namely  the  discount 
window,  open  market  operations,  and  payments  system  authorities.  The  secrecy  sur- 
rounding the  Federal  Reserve  operations  and  the  general  aura  of  the  workings  of 
the  money  markets  has  generally  frustrated  any  examination  of  what  the  Federal 
Reserve  really  needs  to  conduct  its  traditional  statutory  role.  By  merely  raising  the 
specter  of  systemic  risk  and  the  fear  that  the  world  will  end  if  the  Federal  Reserve 
were  not  there,  opposition  from  the  press.  Congress,  and  even  the  banking  industry, 
evaporates.  Since  the  name  of  the  game  in  Washington,  DC  is  power,  the  Federal 
Reserve  uses  these  opportunities  to  expand  its  power,  no  matter  whether  related  to 
monetary  policy,  liquidity  crises,  or  the  payments  system. 

A  close  examination  of  the  Treasury  Department's  proposal  clearly  shows  that  the 
Federal  Reserve  retains  its  authority  to  provide  funds  to  both  the  economy  and  to 
financial  institutions  in  times  of  liquidity  crises,  and  that  is  quite  obvious.  Recall, 
it  was  the  Federal  Reserve's  failure  to  provide  funds  to  the  economy  in  the  early 
1930's  when  it  had  that  power  that  contributed  to  the  worst  economic  depression 
in  U.S.  history.  What  is  not  generally  understood  is  the  pervasive  authority  that  the 
Federal  Reserve  retains  under  its  payment  system  functions.  Under  this  authority, 
which  the  Federal  Reserve  has  over  all  types  of  financial  institutions,  both  bank  and 
thrift,  each  institution  may  be  limited  in  its  daily  exposure  as  its  checks  and  trans- 
fers clear  through  the  payments  system.  The  daily  exposure,  which  is  called  a  day- 
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light  overdraft,  must  be  approved  by  the  Federal  Reserve.  Thus,  the  Federal  Re- 
serve has  complete  control  not  over  only  providing  funds  in  a  financial  crisis,  but 
also  in  restricting  bank  exposure  to  other  banks.  These  powers  are  all  the  Federal 
Reserve  needs  to  carry  out  its  responsibilities  to  prevent  systemic  risk  because  it 
can  monitor  money  flows  and  can  secure  any  financial  information  it  requires  to  de- 
termine the  health  of  clearing  institutions. 

The  Treasury  goes  even  further  in  accommodating  the  Federal  Reserve.  As  Under 
Secretary,  Fraink  Newman's,  description  of  the  proposal  states,  "The  Federal  Re- 
serve would  retain  authority  to  set  standards  for,  and  examine,  activities  related  to 
the  payment  system  and  discount  window."  In  addition,  the  Federal  Reserve  could 
participate  in  the  Federal  Banking  Conmiission's  examination  of  a  limited  number 
of  banking  organizations  most  significant  to  the  payments  system.  Thus,  the  Fed- 
eral Reserve  would  not  be  out  of  the  loop  in  any  real  way  with  respect  to  informa- 
tion regarding  the  financial  condition  of  banking  organizations. 

It  also  has  been  argued  that  the  Federal  Reserve  needs  broader  regulatory  au- 
thority in  order  to  be  able  to  "arm-twist"  banks  to  take  risks  they  ordinarily  might 
not,  such  as  lending  to  banks,  foreign  governments,  and  insolvent  companies,  e.g. 
to  LDC's  in  the  early  1980's.  This  would  be  bad  Government  and  would  only  result 
in  a  future  disaster  as  the  LDC  experience  showed.  Credit  risks  should  be  borne 
directly  by  the  Federal  Reserve. 
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SigSSI?Il  statement  NO.    100 

For  information  contact: 

Lawrence  Connell 
(203-724-1081) 

Kenneth  E.  Scott 
(415-723-3070) 

Statement  of  the  Shadow  Financial  Regulatory  Committee 

on 

The  Proposed  Federal  Banking  Commission 

December  13,  1993 


The  Clinton  Administration  recently  proposed 
combining  the  supervisory  and  regulatory  functions  of 
the  four  federal  banking  agencies  (Comptroller  of  the 
Currency,  Federal  Reserve  Board,  Federal  Deposit 
Insurance  Corporation  and  Office  of  Thrift  Supervision) 
into  a  single  Federal  Banking  Commission.   Under  the 
proposal,  the  Federal  Reserve  Board  would  retain 
responsibility  for  monetary  policy,  the  payments  system, 
and  liquidity.   The  FDIC's  role  would  generally  be 
limited  to  insuring  deposits  and  resolving  failed  and 
failing  banks. 

The  objectives  of  the  agency  restructuring, 
according  to  its  drafters,  are  consistency  of  regulation 
and  implementation,  improvement  in  efficiency,  improved 
accountability  and  greater  independence  of  regulatory 
and  supervisory  actions  from  political  influence. 

The  Committee  believes  the  proposed  restructuring 
is  a  step  forward  in  reducing  the  increased  complexity 
of  the  depository  institution  regulatory  structure.   The 
current  structure  is  fraught  with  duplication,  imposes 
unnecessary  costs  on  the  industry,  has  resulted  in 
inconsistent  policy,  and  has  permitted  the  agencies  to 
avoid  accountability  by  diffusing  responsibility.   In 
addition,  the  political  independence  of  the  supervision 
of  federally  chartered  depository  institutions  has 
eroded  over  the  past  twenty-five  years. 

Rationalization  of  the  regulatory  process  has 
always  been  frustrated  by  agency  turf  battles  unrelated 
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to  substance.   The  most  vigorous  opponents  of  reform 
have  been  the  agencies  themselves.   In  particular,  the 
Federal  Reserve  has  claimed  that  participation  in  bank 
supervision  and  regulation  is  necessary  for  it  to  deal 
effectively  with  systemic  risk  and  liquidity  crises. 
The  Committee  disagrees. 

Under  the  Administration's  proposal,  the  Federal 
Reserve  will  have  sufficient  information,  independence, 
and  control  to  implement  monetary  policy,  and  will  have 
the  capacity  to  deal  effectively  with  liquidity  crises 
and  systemic  risk.   The  Federal  Reserve  will  retain  full 
access  to  other  agencies'  examination  reports  and  will 
retain  its  powers  with  respect  to  open  market 
operations,  reserve  requirements,  the  discount  window 
and  payment  fvmctions,  such  as  daily  overdraft  exposure. 

A  potential  objection  to  the  Administration's 
consolidation  proposal  is  that  it  may  harm  consumers  of 
financial  services  in  the  long  run  by  limiting  the 
regulatory  choice  that  banks  have  historically  had.   In 
the  past  this  choice  has  often  enhanced  market 
competition  and  facilitated  innovation.   While  this 
Committee  has  been  receptive  to  this  view  in  the  past, 
market  evolution  has  lessened  the  need  for  regulatory 
competition  in  the  banking  industry.   Today,  intense 
competition  between  banks  and  nonbank  financial 
institutions  provides  ample  opportunity  for  consumers  of 
financial  services  to  reap  the  full  benefits  of 
competition  and  financial  innovation. 

While  the  Committee  supports  the  Administration's 
proposal  as  a  useful  first  step,  it  recommends  the 
following: 

(1)  to  enhance  protection  of  the  deposit  insurance 
fund,  the  Chairman  of  the  FDIC  should  be  a  member  of  the 
Commission; 

(2)  to  enhance  the  independence  of  the  Commission, 
the  Secretary  of  the  Treasury  should  not  be  a  member, 
nor  should  the  Commission  be  dominated  by  ex  officio 
members; 

(3)  that  any  such  restructuring  should  be  combined 
with  an  agency  internal  organizational  structure  that 
enhances  regulatory  accountability; 

(4)  that  supervisory  restructuring  is  not  a 
substitute  for  the  substantive  regulatory  reform  that 
changes  in  technology,  markets,  and  social  needs  demand; 
and 

(5)  that  credit  unions  should  be  included. 
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COMMENT   I     GBOWLERY    •    ANALYSIS    • 
GROWLERY 


Conflicting  Objectives  of  Financial  Regulation 


Financial  regulation  has  multiple 
objectives.  These  include  safety 
and  soundness,  competitiveness, 
fair  treatment,  disclosure. 
resource  allocations,  avoidance  of 
abuses,  and  monetary  manage- 
ment. Because  these  objectives 
often  conilict,  there  needs  to  be  a 
means  for  explicit  and  open  reso- 
lution of  conflicting  objectives 
with  elements  of  regulatory  activ- 
ity. Currently,  the  resolution 
process  is  obscured  from  view 
The  public  rarely  icnows  what  the 
full  considerations  are  that  under- 
lie regulatory  actions  or  failures 
to  act.  Even  more  rarely  are  the 
tradeoffs  inherent  in  a  decision 
(or  a  nondecision)  made  Icnown. 

The  major  S&L  and  banking 
losses  of  the  past  decade  and  a 
half  led  to  the  enactment  in  1991 
of  the  Federal  Deposit  Insurance 
Corporation  Improvement  Act 
(FDICIA).  It  IS  designed  to 
increase  bank  regulatory  account- 
ability in  at  least  three  ways:  (1) 
prompt  corrective  acnon  in  the 
event  of  declining  capital  posi- 
tions; (2)  least-cost,  prompt  reso- 
lution   of    those    depository 


Suggestions  on  an  earlitr  draft  from 
Robe.n  E;senbeis  md  Edward  Kane  are 
acicnowiedged  with  grat:tuae. 


institutions  failing  to  maintain 
minimum  capital;  and  (3)  reforms 
in  valuation  procedures  offering 
more  transparency  m  assessing 
the  condition  of  institutions  and 
the  performance  of  regulatory 
agencies.  Whatever  are  the 
prospects  that  future  regulatory 
performance  will  meet  the  FDI- 
CIA objectives,  that  Act  did  not 
address  resolution  among  con- 
flicting objectives  of  financial 
regulation. 

Failure  to  address  contlict  reso- 
lution IS  also  a  common  feature  of 
proposals  for  consolidating  func- 
tions of  bank  regulatory  agencies 
as  well  as  the  agencies  them- 
selves. This  failure  surfaces  with 
some  regularity.  The  need  for 
"streamlining,"  such  as  functional 
specialization  and  reduction  of 
overlapping  jurisaictions.  is  often 
cued  as  a  justification  for  action. 
Another  is  reduced  regulatory 
autonomy — for  example,  a  recent 
legislative  proposal  by  Henry  B. 
Gonzalez.  Chairman  of  the 
Committee  on  Banking.  Finance 
and  Urban  Affairs.  If  the  past 
record  on  effons  for  agency  reor- 
ganization IS  any  guide,  how'cver. 
inertia  and  vested  interests  will 
continue  to  be  difficult  obstacles 
for  proponents  of  change  to  over- 


come. Indeed,  even  changes  in 
regulation  per  se  often  require 
severe  financial  dislocations 
before  action  is  taken. 

Delineating  objectives 

The  following  classifications  rep- 
resent a  menu  of  regulatory  objec- 
tives and  apply  to  all  institutions 
offering  financial  services  to  the 
public.  These  objectives  also 
cover  the  full  range  of  financial 
functions,  which  include  credit, 
investment  and  deposit  instru- 
ments, funds  transfer,  securities 
transacting,  investment  underA/rit- 
ing  and  distnbution.  mutual-fund 
management  and  distribution, 
pensions,  and  insurance. 

•  Safer/  and  soundness — cov- 
ering capital  rules  and  oversight. 
early  intervention  and  resolution, 
deposit  insurance,  on-site  exami- 
nations, securities  investor  protec- 
tion, single-borrower  limits, 
brokered  deposit  restrictions, 
clearance  and  settlement  of  mar- 
ket transactions,  and  pension 
benel'it  guaranty; 

•  Competitiveness — covering 
new  charters,  permissible  func- 
tions, permissible  geographic 
locations,  and  mergers  and 
acquisitions; 
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•  Fairness  of  customer  treat- 
ment— covering  inrormaiion 
about  credit  and  deposit  terms, 
terms  of  other  transacting  (includ- 
ing securities  purchases  and 
sales),  dispute  resolution,  and 
nondiscriininatory  availability  of 
services; 

•  Disclosure  and  reporting— 
covering  accounting  policies,  bal- 
ance-sheet valuation  techniques, 
content  and  format  of  regular 
reports,  special  reports  (e.g.. 
under  ERISA),  .and  event 
disclosure: 

•  Avoidance  of  conflicts  and 
abuses — covering  treatment  of 
fiduciary  standards  and  avoidance 
of  conflicts  of  interest,  improper 
self-dealing,  tie-in  practices,  and 
insider  abuses: 

•  Allocaiive  preferences^-cov- 
ering  special  programs  for  ser- 
vices (for  example,  credit  and 
transactions  services)  to  be  fur- 
nibheU  to  designated  sectors; 

•  Monetary  management — cov- 
ering elements  of  control  mecha- 
nisms claimed  to  be  required  in 
the  conduct  of  monetary  policy. 

Using  the  current  U.S.  regula- 
tory oversight  as  a  staning  point, 
the  only  objective  of  the  seven 
where  accountability  for  action  is 
relatively  unambiguous  is  mone- 
tary management.  This  is.  of 
course,  the  province  of  the 
Federal  Reserve. 

Proponents  of  functional 
reform  want  all  oversight  of  a 
given  kind  of  financial  service 
(for  example,  securities  under- 
writing) concentrated  in  a  single 
agency.  This  approach  should  be 
resisted  on  two  grounds.  First,  as 
usually  employed,  the  term  "func- 
tion" IS  static  and  often  fails  to 
cover  close  substitutes.  Indeed, 
failure  is  predictable,  if  there  are 


returns  (o  regulatory  avoidance. 
Second,  functional  specialization 
presupposes  scale  economies  of 
oversight.  Skepticism  is  war- 
ranted on  this  score.  If  past 
experience  is  any  guide,  reorgani- 
zation of  government  agencies 
typically  is  accompanied 
by  expanded  employment 
and  higher  costs,  not  the 
opposite. 

Regulatory  complexity 

Regulatory  objectives  are  not  only 
more  numerous  than  is  commonly 
recognized,  but  their  complexities 
are  often  masked  in  superficial 
and  innocuous  language  as  well. 
Consider  the  Federal  Reserve's 
own  description:  "In  its  role  as  the 
central  bank  and  as  lender  of  last 
resort  the  Federal  Reserve  has  a 
basic  responsibility  for  the  finan- 
cial stability  of  the  economy. 
Intrinsic  to  this  responsibility  is  a 
concern  for  the  strength  and  sta- 
bility of  the  banking  system  and 
for  the  consistency  of  the  banking 
structure  with  needs  of  monetary 
policy." 

The  terms  "concern  for." 
"strength,"  "stability."  and  "con- 
sistency" imply  that  the  Federal 
Reserve  should  or  will  undertake 
actions  that  will  improve  condi- 
tions. This  suggests  the  possibility 
that  nonbanks  (i.e..  those  outside 
the  direct  purview  of  Federal 
Reserve  supervision)  could  be  at  a 
disadvantage.  It  also  suggests  that 
actions  in  one  direction  could 
impair  results  sought  in  another. 
Although  the  means  by  which 
even  these  three  are  reconciled  is 
not  disclosed  by  the  Federal 
Reserve,  it  is  ofien  presumed  that, 
in  matters  of  monetary  policy, 
that  function  had  priority. 


But  the  process  is  more  com- 
plex. The  Federal  Reserve's  list  of 
objectives  omits  a  number  of 
Items.  Expenence  in  recent  years 
provides  numerous  examples  of 
the  range  of  conflicts.  These 
include:  income  and  balance- 
sheet  disclosure  (and.  more 
recently,  market  valuation)  versus 
the  exposure  of  the  deposit  insur- 
ance fund  to  disclosure  of  adverse 
change;  CRA  performance  versus 
permission  to  branch;  capital  suf- 
ficiency versus  permission  for  a 
bank  to  expand  by  acquisition; 
and  the  forgone  income  tied  to 
reserve  requirements  versus  mon- 
etary control.  While  this  process 
may  not  extend  to  a  formal  cost- 
benerlt  calculus,  factors  (and  their 
weights)  leading  to  a  conclusion 
should  be  disclosed. 

Conrlict  resolution  has  become 
more  complex  because  of  the 
increased  responsibilities  placed 
on  regulators  of  financial  institu- 
tions and  also  the  widening  range 
of  activities  being  undertaken 
by  the  institutions  themselves. 
Regulation  of  financial  services  is 
not  contmed  to  banks;  nor  is  regu- 
latory oversight  confined  to  bank 
regulatory  agencies.  With  the  pos- 
sible exception  of  prompt  correc- 
tive action  under  FDICIA, 
Congress  rarely  specifies  priori- 
ties among  objectives  it 
sets  for  regulatory  ageficies. 
Consequently,  regulators  gener- 
ally are  left  to  do  so  themselves. 
They  may  proceed  on  the  basis  of 
inferred  congressional  pnorities  at 
the  time  the  legislation  was 
enacted,  current  congressional 
preferences,  or  their  own  objec- 
tives. One  of  the  latter  may  be 
empire  building,  especially  among 
permanent  staif  members  of  i  reg- 
ulatory agency.  While  information 
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processing  and  response  by  tn 
tgency  are  not  independent  of  the 
external  operating  environment, 
Ihey  tend  to  reflect  preferences 
emanating  from  an  organization's 
past  behavioral  panems  and  tradi- 
tions— its  "culture." 

Trade-off  accountability 

Delineating  regulatory  objectives 
is  quite  distinct  from  regulatory 
"ownership"  of  a  given  financial 
function.  Better  articulation  of 
regulatory  objectives  should  be 
accompanied  by  clear-cut 
accountability  for  results.  Organi- 
zationally, this  may  entail  a  sepa- 
rate bureau  within  a  given  agency 
or  separate  agencies.  There  are 
numerous  ways  in  which  these 
principles  might  find  organiza- 
tional expression.  Some  are: 

•  Separate  chartering  and  pow- 
ers responsibilities  from  supervi- 
sion and  capital  oversight 
functions; 

•  place  "truth  in.  .  .  "  responsi- 


bility covering  all  suppliers  of 
rinancial  services  in  a  separate 
bureau,  such  as  the  Federal  Trade 
Commission: 

•  separate  all  public  reporting, 
disclosure,  and  accounting  over- 
sight in  a  single  bureau: 

•  separate  attention  to  conflicts 
and  abuses  in  a  single  policing 
entity,  such  as  the  Secunties  and 
Exchange  Commission; 

•  separate  oversight  for  alloca- 
live  preferences  in  the  agency 
responsible  for  the  services 
being  fostered,  such  as  the 
Departmer  of  Housing  and 
Urban  Development. 

Steps  along  these  lines  proba- 
bly would  generate  new  contest- 
ing between  agencies  or 
bureius — a  condition  to  be 
encouraged,  not  to  be  avoided. 
Uncenain  public  preference  stan- 
dards (as  reflected  in  conflict) 
would  create  impetus  for  resolv- 
ing action  by  the  Congress,  not  by 
an  agency.  Shortcomings  in  regu- 
latory performance  would  be 


more  visible,  since  the  internal 
trade-ofT  process  would  no  longer 
afford  protection  to  regulators. 

In  summary,  changes  in  the 
organization  of  financial  regula- 
tion should  reinforce  explicitly 
the  need  for  more  public  disclo- 
sure of  the  ways  in  which  con- 
flicting regulatory  objectives 
are  reconciled.  Inadequate  dis- 
closure impairs  accountability. 
Internalizing  conflict  resolution 
also  may  lead  to  wasteful  avoid- 
ance tactics  on  the  pan  of  the  reg- 
ulated and  undisclosed  (and 
congressionally  unintended)  pri- 
ority systems  on  the  part  of 
regulators.  Accordingly,  new  pro- 
posals for  change  in  regulatory 
agencies  should  be  subjected  to 
the  test  of  how  conflict  resolution 
will  be  improved. 
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COMMENTARY 
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Federal  Banking  Agency 
Reform:  The  Central 
Bank  Connection 

By  Carter  H.  Golembe 

Consolidation  of  the  Tederal  banking  agencies  bas 
surfaced  once  again  as  a  full-bodied  legislative  issue.  The 
administrauon  s  proposal  for  a  new  banlcing  agency  will 
see  10  that.  1  have  lost  count  of  the  number  of  times  ihi9^_ 
and  similar  proposals  have  emerged  during  the  past 
half-century  or  so.  but  I  am  willing  to  bet  that  the  first 
appeared  within  weeics  of  the  creation  of  the  present 
structure  on  January  I.  1934 

The  reason  is  that  the  structure  seems  almost  unwork- 
able, thus  offering  an  Irresisuble  temptauon  to  every  new 
administration — indeed,  to  every  pnvaie  and  govern- 
mental commiitce  or  "task  force"  bent  on  reform — to 
seek  to  change  it.  Just  as  aerodynamic  scientists  tell  as 
th;ii  ihc  bumblebee  cannot  tly.  so  the  poliucaJ  scientists 
tell  u-N  that  the  icdcral  bank  regulatory  structure  cannot 
work — but  both  do  Indeed,  the  federal  banking  agen- 
cies— as  distinct  from  the  federal  thrift  agencies — have 
turned  in  a  more-than<reditablc  performance  over  the 
past  6(1  years. 

The  Federal  Reserve  is  seen  as 
interested  only  in  protecting  its 
turf  and,  in  particular,  a  very  large 
number  of  employees. 

Not  only  do  wc  have  in  prospect  another  full-fledged 
debate  over  reorganization  of  the  federal  bank  regulatory 
struiiurc.  bui  \^c  also  face  having  to  argue  once  aeain 
vpci  ii'ic  issues  that  have  appeared  time  alter  urae-  Here 
1  deal  with  just  one  ofthese.  albeit  one  that  IS  perhaps  the 
mobi  important  in  dctermming  whether  there  will  be  any 
reform  at  all  ofjhe  fcderajjjanking  agency  structure   It 

-is  the  Tfadujonal  conieniion  bv  the  Federal  Kescrvc 
Board  thai  a  reform  proposal  thai  '.vould  consoliZlatc  Jil 

'banK  rcviuiaiorv'  authorirv  in  a  different  or  new  federal 


agency  or.  shon  of  consolidation,  that  would  signifi- 
cantly reduce  the  Board's  present  bank  regulatory 
authority  is  fatally  fiawed. 

The  administration's  proposal  is  guilty  on  both  counts 
— stripping  the  present  banidng  agencies  of  iheir  author- 
ity and  placing  it  m  a  new  agency  rather  than  in  the 
Federal  Reserve.  To  no  ones  surprise,  the  Board  of 
Governors  immediately  went  on  the  attack;  "lis  the 
long-held  conviction  of  the  Board  that  a  hands-on  role  in 
banking  supervision  is  essential  to  carrying  out  the  Fed- 
eral Reserve  s  responsibility  forthe  stability  of  the  finan- 
ciaJ  system,  and  is  vini  for  'h"  "ffrrtPT  rnniliin  of- 
jTionctary^oUc^  'me  article  in  the  November  24  Wall 
Street  Journal  carrying  this  statement  went  on  to  com- 
menL  quite  correctly,  that  "the  central  bank  has  helped 
derail  similar  regulatory  consolidauon  proposals  in  the 
pasL  " 
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Supporting  the  Fed 

Several  days  later  Fed  Vice  Chairman  David  Mullins 
conunued  the  anatk  in  an  inier.'icw  reported  in  the 
December  3  Wtill  Street  Journal.  Mullins  charged  Ihal 
ihe  administration  s  proposal  would  limit  the  central 
bank's  ability  to  manage  a  crisis  such  as  the  1987  ^lotk 
market  crash.  On  Decembcr6.  Rep.  Jim  Leach(R-lowa). 
the  ranking  minority  member  of  the  House  Banking 
Committee,  weighed  In  against  the  administrauon  plan 
in  a  speech  before  the  Institute  of  International  Bankers. 
Although  not  a  fan  of  consolidauon  in  any  event.  Leach 
said  he  would  prefer  seeing  the  present  agencies  merged 
into  the  Federal  Resen.e  Boaru  than  intp  thcsupcragcncy. 
proposed  by  the  administration  The  Fed  has  unique 
reeulaiory  and  supervisory  cxpenise  spread  across  the 
vkhole  spectrum  of  the  banking  industry."  he  said,  in 
addition  to  longsundmg  independence  from  political 
inlluencc. 

I  have  the  strong  impression  that  the  idea  that  bank 
regulation  is  a  necessary  adjunct  of  mone'tary  policy  is 
advanced  almost  entirely  by  officials  of  the  Federal 
Rcscr\  e  .Most  of  those  who  do  not  accept  that  argument 
lend  lo  regard  it  with"inside-thc-be!iway"cynicism  Tlie 
Federal  Reserve  is  seen  as  interested  only  in  protcctaig 
lis  lurf  and.  in  panicular.  avcry  large  number  olcrr.pioy- 
ix's — .ilmoM  ccnainly  ,i  much  l.irjer  number  ih.m  in.-i^i.' 
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engaged  m  lormuUiuntf  and  implementing  moneian-  pol- 
icy. 

I  do  not  share  this  view,  although  I  am  willing  to 
concede  that  it  may  help  explain  the  almost  reflexive 
antagonism  by  the  Board  of  Governors  to  any  loss  of  its 
bank  regulatory  authority.  However.  I  amconyjjif  e^that 
there  arc  many  "in  the'  Federal  Reserve  System  who 
believe  quite  sincerely  that  the  conduct  of  monetary 
/     policy  IS  accotnpUshed  more  easily,  and  that  the  result  is 
'.     likely  to  be  far  better,  so  long  as  the  System  also  has  bank. 
\^je5ulator>(_auit]onty^Tfie  problem  is  that  the  reasons  for 
this  belief  have  never  been  presented  for  objective  ex- 
amination. 

Fed's  Responsibility 

The  asEOiuibjlity  for  providing  such  evidence — the 
Burden  of  proof^^  it  were — rests  with  the  Federal  Re- 
-jcrve-gtSarHT'The  intermixture  of  bank  regulaiion  and 
mone  tary  po lie y  is  so  c  learly  a  contlict  of  imere^  that  the 
burden  could  rest  nowhere  else.  To  be  sure,  the  economic 
world  presents  many  conflicts  of  interest  and  it  is  often 
the  case  that  the  benefits  obtained  require  that  the  contlict 
be  recognized,  accepted,  and  dealt  with  in  the  best  pos- 
sible fashion.  This  is  the  kindof  thing  that  might  have  to 
be  done  in  this  instance,  but  if  so  if  should  be  done  on  the 
basis  of  evidence  and  careful  thought  rather  than  asser- 
tion. 

In  some  nations  the  successful 
conduct  of  monetary  policy 
is  assured  by  keeping  ttie 
central  banks  out  of  frte 
bank  regulatory  business. 

Bank  supervision  and  regulation  is  directed  essentially 
V  nisiirinf;  1  fiilfi*  in^^  ^  n"'ip^  ^'•'"^'"•'X^V'iT''nT  m'^V'"'"^ 
policy  is  concerned  primarily  with  providing  a  monetary 
framework  within  which  there  can  he.  economic  growth, 
without.  inflatJofTlronically,  the  essen^ronii?"con ll ict 
has  never  been  more  effectively  described  than  by  a 
former  member  of  the  Federal  Reserve  Board — and  at 
the  ume  probably  the  nation's  outstanding  authority  on 
bank  regulauon — Board  Vice  Chairman  J.  L.  Robertson. 
who  in  1962  urged  that  bank  regulatory  authority  should 
be  taken  from  the  Federal  Reserve  and  put  in  an  inde- 
pendent agency  because  "in  appraising  the  soundnessjr 
loans  or  investments,  bank  examiners  should  never  be 
obliged  to  switch  from  rose-colored  glasses  to  black 
ones,  and  back  and  forth  again,  in  an  effon  ipjmolsment 
— rne-moncian.-  poljQ'  of  the  momenL'-^Ahnual  Conven- 
tion 01  the  Tcnncsscc^BJnkcrs  A'^'sociauon.  Mas    li^. 


I902.  reprinted  in    Hcaringb  on  ihc  Foa..ra)  Bank  Com- 
mission Act  of  19T7."  Senate,  p.  500) 

For  those  of  us  who  question  the  inicrmixture  of  bank 
regulauon  and  monetary  policy,  an  imercsiing  and  sup- 
porung  piece  of  evidence  appeared  in  the  November  20 
edition  of  the  Economist.  There,  in  the  course  ol  a 
discussion  of  whether  the  Bank  of  England  should  be 
made  independent  along  the  lines  of  the  Federal  Rescne. 
the  Economist  called  attention  to  an  essay  by  a  Harvard 

^  econorrust.  Adam  Posen,  which,  among  other  things, 
argued  that  •'■"countries  whose  central  banks  do'not  regu- 
late'fuianciajinsutuuons  are  ofteti  keener  against  injla- 

\aiQnJM*resumably  paraphrasing  Posen.  the  Economur 
noted  thai  "Germany  and  Switzerland,  which  have  his- 
torically had  both  the  most  mdependent  central  banks  and 
the  lowest  mfUtion,  have  universal  banking  (and)  di- 
vorce their  central  banks  from  bank  supervision."'  It 
appears,  in  other  words,  that  in  some  nations  the  success- 
ful conduct  of  monetary  policy  is  assuntd  by  keeping  the 
central  banks  out  of  the  bank  regulatory  business. 

Fed  View  Challenged 

In  making  its  case  that  bank  regulatory  authority  "is 
vital  for  the  effective  ronduct  of  monetary  policY-^^-the- 
Board  of  Governors  conceivably  may  argue  that  there  is 
no  conflict;  that  the  objective  of  bank  saiety  and  sound- 
ness should  be  made  subor^inatgjo-the  conduct  of  mone- 
tary policy.  As  a  matter  of  facL  an  argument  that  the 
conduct  and  standards  of  bank  supervision  and  regula- 
tion should  be  adjusted  in  order  to  help  the  Fcdcr.il 
Reserve  achieve  its  monetary  policy  goals  has  surluced 
on  occasion.  For  example,  former  Governor  John  E. 
Sheehan.  in  a  speech  made  in  1974.  argued  that  all  bank 
supervisory  and  regulatory  authority  should  be  consoli- 
dated in  the  Board  of  Governor:  because  'the  monetar> 
authorities  must  be  able  to  readily  effect  changes  in  the 
regulatory  policy  and  the  supervisory  apparatus  and  ac- 
tion which  they  believe  to  be  necessary  to  carry  out  tncir 
-sponsibilities."  (December  10.  1974.  before  the  Insti- 
tutional Investors  Institute,  in  New  York  Cir>  )  In  other 
words,  what  Governor  Robertson  had  identified  as  ^n 
evil  to  be  eliminated  was.  according  to  Governor  Shee- 
han. some'Jiing  to  be  cherished' 

It  would  be  nice  to  believe  that  this  ■.taiemeni  t3> 
Governor  Sheehan  was  an  aberration — which  v^as  the 
way  I  treated  it  in  an  article  at  the  time — bui  one  aUia'.s 
has  the  uneasy  feeling  that  somewhere  m  the  Federal 
Reserve  the  idea  still  lurks.  And  unless  my  good  friend 
John  D  Hawke.  a  former  general  counsel  of  the  FoJcr.ii 
Reserve  Board  and  now  panner  m  a  prestigious  W.Lvh- 
inmon  law  lirm  ol  .Arnold  i:  Poner,  w,i^  misuu'M,-,:  h;. 
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ilK  prcN>.  hl^  cxplon-iiion  ("lui  noi  Iiin  >uppori)  lor  ihc 
Fcd'sopposuion io(t\c  jdminisirjuon  scurrcni proposaJ 
lends  some  credence  lo  tiic.sc  icars.  According  lo  ihc  ■ 
November  24  ediuon  o!  ihc  American  Banker.  Hawkc 
said  "the  Fed  does  not  want  to  cede  its  regulatory  duties.'' 
Ixcausc  that's  where  it  gets  much  ot' its  sway  over  banks 

Usability  tojawbone  banks  stems  trom  Its  regulatory 

leverage. "  And  as  an  example,  he  said  "without  the 
power  to  approve  bank  applicauons  ...  the  Fed  loses  the 
ability  to  make  banks  do  what  it  wants." 

this  iTindeed  a  c"hHli«frprtJSpect — the  idea  that  mori?' 
lary  policy  should  be  carried  out  in  part  by  using  regula- 
tory authority  to  compel  banks  to  take  or  not  take  certain 
actions  believed  to  have  a  monetary  effect  desired  by  the 
Board  of  Governors.  It  is  tempting  to  believe  that  this 
kind  of  thing  could  never  happen,  and  yet  it  has  hap- 
pened, and  when  it  does  it  exposes  the  inherent  contlict 
of  interest  in  its  most  extreme  form. 

The  Prime  Rate  Episode 

In  1973.  for  example,  the  conduct  of  monetary  policy 
included  reliance  on  personal  contacts  by  Federal  Re- 
serve officials  for  such  purposes  as  persuading  banks  to 
hold  back  pnme  rate  changes  dictated  by  the  market 
forces  set  into  motion  by  the  Fed's  own  open  market 
operations.  Bankers  are  accustomed  to  the  use  of  pres- 
sure by  regulatory  agencies  to  achieve  safety  and  sound- 
ness objecuves.  But  what  IS  a  banker  10  think  when  asked 
to  take  (or  not  take)  action  with  respect  lo  uiteresi  rates 
or  lending  m  order  to  suppon  a  monetary  policy  or 
economic  stability  objecuve.  when  the  agency  making 
the  request  is  also  the  banking  regulator — a  regulator  that 
at  the  same  time  is  acting  on  applications  for  acquisitions 
or  other  bank  initiatives.  Some  readers  may  recall  that 
this  was  the  situauon  when  the  chairman  of  the  Federal 
Reserve  was  also  chairman  of  President  Nixon's  Com- 
mittee on  Interest  and  Dividends.  It  was  not  a  happy  state 
of  affairs.  Boaom  line:  if  a  principal  purpose  t'orallowmg 
the  Federal  Reserve  to  have  some  bank  regulatory 
authority  is  lo  permit  that  agency  to  carry  out  monetary 
policy  by  making  "banks  do  what  it  w  ants."  even  at  tunes 
at  the  cost  ot  bank  safety  and  soundness,  then  Congress  and 
cvcrvonc  else  ought  to  tx  made  aware  ol  this. 

Professional  Relationships 

OccasionaJly.  Federal  Reserve  officials  have  sug- 
gested that  involvement  in  bank  regulation  enables  the 
Federal  Reserve  lo  maintain  conunuing  prolcssional  re- 
lationships throughout  the  banking  industrv' — relaiion- 
Nhips  that  (.an  be  usclul  in  helping  ihc  Board  retain  its 


inJcpcndcn<.c  (  cnirJI  f>ank  inJcpon'jcn<.c  when  ii 
comci  10  the  conduct 01  inonciars  polk>  i>  so  important. 
in  mv-opihion.  that  this  might  possibly  be  thought  oi  .ln 
jusul'icauon  lor  pcrmitung  this  conflict  ot  interest  lo 
continue.  However,  membership  retjuiremcntC  rather 
than  regulatory  powers'ar*j*hawisally  cttable  the  Federal 
Reserve  to  build  a  strong — and  I  think  jusufied — public 
relations  base  of  advisory  commmees.  cohlcrenccs.  and 
the  like — to  be  called  upon  when  politicians  threaten 
independence.  Bank  examination  and  other  supervisor)- 
powefr-dd-not  have,  and  probably  should  not  have, 
anything  to  do  with  this. 

This  is  indeed  a  chilling 
prospect — the  ides  that  monetary 
policy  should  be  carried  out  in 
part  by  using  regulatory  authority 
to  compel  banks  to  take  or  not 
take  certain  actions. 

My  assumption  has  always  been  that  the  argument  by 
Federal  Reserve  officials  of  the  need  to  have  both  kinds 
of  authority  must  be  based  largely,  if  not  entirely,  on  the 
idea  that  involvement  in  bank  supervision  and  regulation 
gives  to  the  Board  or.  more  particularly,  the  Federal  Open 
Market  Commioee  (consisting  of  the  Board  and  five 
Federal  Reserve  Bank  Presidents)  a  "window  on  bank- 
mj^ — th©-kind  of  "hands -on  "  knowledge  oi  wtiai  is 
happening  that  could  not  be  obtained  elsewhere.  Possibly 
regulatory  otficials  at  the  central  bank  arc  more  sensitive 
10  monetary  policy  maticrs.  and  thus  arc  able  to  pro\  idc 
a  more  usclul  l1ow  ot  inlormauon  to  ihe  Federal  Open 
Market  Committee  than  could  the  reports  of  other  regu- 
latory officials  in  other  agencies.  Perhaps  this  is  parucu- 
larly  the  case  when  it  comes  to  intemauonai  banking 
developments.  All  of  this,  together  with  just  the  sheer 
volume  of  information  obtained  directly  through  super- 
visory and  regulatory  activities,  helps  make  the  Federal 
Open  Market  Commiaee  a  rar  more  effective  body 

Possibly  so.  and  possibly  there  is  persuasive  evidence 
of  this.  Frankly.  I  think  there  ma>  be.  but  it  has  not  been 
made  available,  at  least  lasol'ar  as  I  am  aware.  Until  this 
happens.  I  will  continue  to  regard  with  some  skepticism 
the  proposition  that  a  banK  antitrust  analysis  by  a  Federal 
Reserve  lawyer  is  somehow  ungcd  with  monetary  policy 
values  not  to  be  found  in  an  analysis  done  by  an  FDIC 
lawyer  1  also  will  continue  to  doubt  the  proposition  tiiai 
a  bank  examinauon  report  signed  by  an  examiner  em- 
ployed by  the  Federal  Rcsc^^c  Board  makes  a  greater 
contribution  to  the  knowledge  ot  the  members  oi  ihc 
Federal  Open  .Market  Committee  than  one  signed  b;.  an 
cmplo>oc  01'  the  Comptroller  oi  the  Ctarcncy 
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on 

PRINCIPLES  OF  REGULATORY  RESTRUCTURING 

February  14,  1994 


A  number  of  proposals  have  been  made  to  reorganize 
the  powers  and  responsibilities  of  federal  agencies 
that  regulate  and  supervise  depository  institutions. 
As  an  aid  to  evaluating  these  proposals,  the  Committee 
recommends  that  the  following  policy  goals  and 
institutional  principles  guide  any  agency 
restructuring . 


I.    General  Objectives  of  the  Regulatory  and 
Supervisory  Structure 

Restructuring  proposals  should  be  judged  in  terms 
of  the  following  five  objectives: 

1.  to  increase  the  operational  efficiency  of 
financial  institutions  and  regulatory  bodies? 

2.  to  improve  the  efficiency  of  financial  mar)cets 
in  the  allocation  of  resources; 

3.  to  assure  ample  opportunity  for  innovation  in 
financial  mar}cets; 

4.  to  better  control  deposit  insurance  loss 
exposure ;  and 

5.  to  make  monetary  policy  more  effective. 
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II.   lapllad  Principles  ot   Suparvisory  and 
Regulatory  Structure 

1.  Effective  regulatory,  supervisory,  and 
monetary-policy  performance  requires  that 
responsible  authorities  be  held  accountable 
for  the  decisions  they  sake.   Accountability 
is  fostered  by: 

a.  clarity  in  goals  and  policies; 

b.  transparency  of  policy  decisions  and  the 
underlying  decision  criteria; 

c.  consistent  application  of  policies, 
across  institutions  and  over  tine; 

d.  Insulation  of  policies  from  short-term 
political  considerations;  and 

e.  the  assignment  of  potentially  conflicting 
goals  to  separate  agencies. 
Responsibility  for  monetary  policy  and 
prudential  regulation  should  not  be 
lodged  in  the  same  supervisory  agency. 
Responsibility  for  approving  new 
institutions  and  products  should  be 
separated  from  the  insurer  or  guarantor 
responsibility. 

2.  Operational  efficiency  of  supervisory 
authorities  is  enhanced  by  simplification  of 
the  regulatory  and  supervisory  structure. 
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PREPARED  STATEMENT  OF  EDWARD  J.  KANE 

James  F.  Cleary  Professor  in  Finance,  Boston  College;  and 
Member,  Shadow  Financlvl  Regulatory  CoMMirrEE,  Chestnut  Hill,  MA 

Efforts  to  reassign  deposit-institution  regulatory  turf  have  covert  as  well  as  overt 
dimensions.  Overtly,  all  parties  merely  want  to  serve  taxpayers  better.  Covertly, 
parties  pursue  narrower  goals  that  in  varying  degrees  conflict  with  this  estimable 
objective. 

As  usual,  the  front-line  warriors  in  the  struggle  for  financial  regulatory  consolida- 
tion are  the  Treasury  and  the  Federal  Reserve.  Overtly,  both  parties  seek  a  frame- 
work of  prudential  supervision  that  would  have  three  properties.  First,  the  system 
would  be  easy  to  understand  and  cost-efiicient.  Second,  it  would  be  compatible  with 
effective  strategies  of  monetary  control.  Third,  it  would  be  responsive  over  time  to 
opportunities  offered  by  evolving  technologies  of  information  and  communication. 
But  enough  conflict  exists  among  these  overt  goals  that  either  agency  can  promote 
a  hidden  agenda  merely  by  ranking  these  overarching  objectives  in  a  way  that 
meets  its  unacknowledged  purposes. 

Current  Battlelines 

In  late  1993,  Treasury  officials  renewed  the  debate  and  redefined  interagency  bat- 
tlelines by  identifying  potential  benefits  that  institutions  and  taxpayers  might  reap 
from  eliminating  overlaps  in  Federal  supervisory  and  regulatory  authority.  Without 
supp>orting  evidence,  three  principal  classes  of  benefit  were  asserted:  increased  ac- 
countability, due  to  a  more  straightforward  bureaucratic  structure;  greater  oper- 
ational emciency,  made  possible  by  bureaucratic  consolidation;  and  more  flexible 
and  less  conflicted  responses  to  evolving  technological  opportunities.  Emphasis  was 

filaced  on  eliminating  longstanding  bureaucratic  conflicts  of  interest  that  have  come 
rom  housing  contradictory  responsibilities  in  a  single  agency:  (1)  between  the  Fed's 
monetary  responsibilities  and  its  supervisory  and  regulatory  dominion  over  bsmk 
holding  companies  and  State-chartered  member  banks,  and  (2)  between  the  FDIC's 
narrow  concern  for  protecting  deposit-insurance  reserves  and  its  broader  regulatory 
and  supervisory  responsibilities. 

By  definition,  covert  Treasury  objectives  are  a  matter  of  speculation.  But,  in  the 
past,  the  Treasury  has  shown  interest  in  being  able  to  influence  more  directly  the 
allocation  of  credit.  The  structure  it  is  proposing  would  facilitate  this  if  that  is  in 
fact  a  covert  objective. 

Fed  spokespersons  have  reacted  as  if  they  perceive  the  Treasures  overt  objectives 
to  be  an  ignoble  and  covert  turf  grab,  aimed  at  reducing  the  political  clout  of  the 
Fed  and  further  curtailing  the  abiUty  of  State  deposit-institution  regulators  to  influ- 
ence Federal  banking  policies  as  strongly  as  they  did  during  the  deposit-insurance 
mess.  Articulating  these  suspicions  has  turned  the  debate  into  a  high-profile  shout- 
ing match.  Top  Fed  officials  nave  openly  ridiculed  the  Treasury  plan  and  countered 
with  a  still -evolving  consolidation  plan  of  their  own. 

The  Fed's  counterproposal  incorporates  three  turf-protecting  thrusts.  First,  Fed  of- 
ficials denigrate  the  accountabili^  issue  by  asserting  that  regulatory  authority  is 
essential  to  effective  monetary  management.  Second,  they  argue  that  equal  oper- 
ational efficiency  and  even  greater  technological  adaptiveness  could  be  obtained — 
as  benefits  of  regulatory  competition — ^by  keeping  two  Federal  banking  regulators  in 
play.  Third,  they  use  their  responsibility  for  crisis  management  as  a  fulcrum  for 
time-honored  scare  tactics  that  assert  that  the  Fed  must  be  made  one  of  the  surviv- 
ing regulators.  Fed  spokespersons  claim — without  objective  evidence  or  logical  argu- 
ment— that  our  central  bank  would  have  done  an  even  worse  job  in  dealing  with  the 
1990-1993  economic  slowdown  and  1982,  1985,  and  1987  liquidity  crises  had  it  not 
enjoyed  "direct,  hands-on  involvement  in  supervision  and  regulation."  The  spectacle 
of  Fed  officials  congratulating  themselves  for  not  having  all  together  fallen  on  their 
face  in  recent  years  is  amusing.  But  it  is  instructive  tnat  these  officials  have  not 
chosen  to  compare  their  monetary-policy  success  with  countries  such  as  Switzerland 
that  have  operated  under  a  split  structure. 

Analysis  of  Treasury  and  Federal  Reserve  Concerns 

The  Shadow  Financial  Regulatory  Committee  issued  statements  on  regulatory 
consolidation  in  December  1993  and  Februaiy  1994.  I  subscribe  to  these  statements 
and  offer  them  (along  with  short  papers  by  Richard  Aspinwall  and  Carter  Golembe) 
as  an  appendix  to  my  testimony. 

The  Shadow  Committee's  Statement  No.  100  suggests  an  impwrtant,  but  straight- 
forward modification  in  the  composition  of  the  Commission  proposed  by  the  Treas- 
ury. Substituting  the  FDIC  Chairman  for  the  Secretary  of  the  Treasury  would  better 
balance  the  governing  board  and  neutralize  concerns  about  the  Treasury's  gaining 
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turf  and  credit-allocation  leverage.  More  importantly,  the  statement  urges  that  the 
internal  organizational  structure  of  the  consolidated  agency  be  designed  to  enhance 
accountabiUty. 

Part  n  of  the  Shadow  Committee's  Statement  No.  103  cites  five  principles  of  orga- 
nizational structure  that  foster  accountability  in  monetary  and  regulatory  policy- 
making: 

a.  clarity  in  goals  and  policies; 

b.  transparency  of  policy  decisions  and  underlying  decision  criteria; 

c.  consistent  application  of  policies  across  institutions  and  over  time; 

d.  insulation  oi  policies  from  short-term  political  considerations; 

e.  assignment  of  potentially  conflicting  goals  to  separate  agencies. 

In  the  past,  Fed  officials  have  often  compromised  on  political  insulation,  while 
honoring  the  other  four  conditions  only  in  the  breach.  Mv  own  past  research  and 
congressional  testimony  emphasize  that  the  Fed's  internal  structure  is  directed  to- 
ward suppressing  rather  than  enhancing  accountability.  Experience  tells  us  that  the 
Fed  is  not  prepared  to  revise  its  internal  behavior  to  let  outside  observers  see 
whether  and  how  it  minimizes  the  adverse  effects  of  its  monetary  stabilization  activ- 
ity on  the  fabric  of  regulated  institutions.  Unless  Congress  adopts  and  applies  prin- 
ciples like  the  ideals  enunciated  by  the  Shadow  Committee,  it  cannot  reasonably 
permit  regulatory  and  supervisoir  responsibility  over  any  banks  or  bank  holding 
companies  to  remain  with  the  Fed.  This  would  make  a  mockery  of  the  consolidation 
exercise. 

To  conduct  monetary  policy  and  run  its  discount  window,  what  Federal  Reserve 
officials  need  is  not  a  conflict-prone  supervisory  relationship  with  banking  organiza- 
tions, but  rapid  access  to  reliable  information  on  the  changing  condition  of  individ- 
ual institutions  and  of  the  financial  system  as  a  whole.  The  current  information  sys- 
tem and  supervisory  structure  fail  to  give  Fed  policymakers  such  access  now  and 
the  Fed  plan  offers  no  improvements  on  this  score. 

A  major  advantage  of  pushing  the  Fed  out  of  the  supervisory  and  regulatory  busi- 
ness would  be  to  force  Federal  regulators  to  address  the  problems  of  collecting  more 
meaningful  information  from  banks  and  of  making  this  information  base  fully  acces- 
sible across  agencies.  Today,  in-house  examination  staffs  have  virtually  no  contact 
with  monetary  policymakers.  Moreover,  unless  critical  information  developed  in 
"pencil  drafts"  of  examination  reports  is  being  repressed  by  regional  and  national 
higher-ups,  monetary  policymakers  have  no  need  for  direct  access  to  field  examiners 
or  their  particular  supervisors. 

Finally,  I  wish  to  express  my  astonishment  that  Federal  Reserve  Governors  could 
expect  the  public  to  believe  that  the  Treasury's  proposed  Federal  Banking  Commis- 
sion (FBC)  would  be  a  "monolithic  monopoly  regulator"  bound  to  operate  in  an  inef- 
ficient and  inflexible  manner.  Intense  competition  for  the  right  to  provide  financial 
regulatory  services  has  existed  in  financial  markets  for  at  least  25  years.  Competi- 
tive pressure  can  be  counted  upon  to  remain  intense  enough  to  generate  strong  mar- 
ket discipline  on  Federal  banking  regulators,  irrespective  of  whether  Congress  votes 
to  consolidate  their  functions.  Far  from  having  a  monopoly,  the  FBC  would  have  to 
compete  with  private  and  governmental  entities  for  regulating  nonbank  financial  in- 
stitutions and  foreign  activities  of  U.S.  banks.  As  financial  markets  have  globalized 
and  nonbank  institutions  have  developed  more  and  better  substitutes  for  traditional 
banking  products,  multilevel  and  cross-industry  foreign.  State,  and  Federal  competi- 
tion for  the  right  to  regulate  financial  services  has  become  unrelenting.  Continued 
advances  in  the  technologies  of  information,  communications,  and  financial  contract- 
ing can  be  counted  on  to  keep  the  FBC  under  disciplinary  pressure  from  a  host  of 
substitute  regulators.  Indeed,  as  the  S&L  insurance  mess  shows,  the  strength  of 
this  pressure  is  what  makes  establishing  better  accountability  for  Federal  super- 
visory and  regulatory  performance  such  a  critical  task. 

In  an  environment  of  compromise  and  accommodation,  all  too  often  political  solu- 
tions sacrifice  principles  of  good  Government.  I  urge  your  Committee  to  apply  rigor- 
ously to  any  and  all  restructuring  proposals  the  test  of  whether  and  how  tney  ad- 
vance the  five  principles  enunciated  earlier: 

a.  clarity  in  goals  and  policies; 

b.  transparency  of  policy  decisions  and  underlying  decision  criteria; 

c.  consistent  application  of  policies  across  institutions  and  over  time; 

d.  insulation  of  policies  from  short-term  political  considerations; 

e.  assignment  of  potentially  conflicting  goals  to  separate  agencies. 
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RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  ROTH 

FROM  LLOYD  BENTSEN 

Q.l.  If  the  Federal  Banking  Commission  is  to  regulate  both  na- 
tional and  State  chartered  banks  under  your  proposal,  is  it  not  nat- 
ural for  it  to  favor  the  banks  it  created — its  own  children,  so  to 
speak — over  those  from  other  families,  i.e.,  the  States? 
A.1.  The  Administration  understands  the  concerns  of  those  who 
fear  that  a  national  charter  might  be  the  preferred  charter  under 
our  consolidation  proposal.  However,  the  Federal  Banking  Commis- 
sion (FBC) — precisely  because  it  would  regulate  all  institutions, 
both  State  and  Federal — would  have  no  reason  to  discriminate 
against  State-chartered  institutions.  We  believe  that  a  Federal  reg- 
ulator responsible  for  both  State-  and  federally-chartered  institu- 
tions and  for  both  banks  and  thrifts  would  gain  broader  perspec- 
tives and  would  be  less  entrenched,  and  more  open  to  diversity  and 
innovation,  than  one  with  more  limited  scope.  Any  effort  to  dis- 
advantage State-chartered  institutions  would  be  senseless  because 
it  would  be  challenged  by  Members  of  Congress  and  regulators 
from  50  States. 

There  is  no  evidence  that  a  single  Federal  regulator  would  even 
try  to  discriminate  against  State  institutions.  The  Office  of  Thrift 
Supervision  regulates  both  State-  and  federally-chartered  institu- 
tions without  difficulty.  The  FBC  can  do  the  same. 

Q.2.  If  the  Federal  Banking  Commission  is  to  regulate  both  na- 
tional and  State  banks,  will  the  non-conforming  powers  of  State 
banks  become  over  time  to  be  viewed  as  "different"  and,  therefore, 
bad  policy? 

A.2.  Nothing  in  the  Administration's  bill  would  authorize  the  FBC 
to  override  State  law  to  limit  State  bank  powers.  The  bill  would  re- 
tain current  law,  under  which  the  Federal  Deposit  Insurance  Cor- 
poration is  the  only  Federal  agency  authorized  to  restrict  State 
bank  powers,  and  then  only  to  protect  the  deposit  insurance  fund. 

Q.3.  It  seems  to  me  that  the  primary  Federal  reason  to  have  a  Fed- 
eral regulator  of  State  banks  is  safeguarding  the  deposit  insurance 
fund.  Since  the  FDIC  is  not  extinguished  under  your  proposal,  why 
not  allow  the  FDIC  to  be  the  Federal  regulator  of  State  banks, 
since  State  banks  will,  of  course,  be  fully  regulated  at  the  State 
level? 

A.3.  Safeguarding  the  deposit  insurance  fund  is  not  the  only  reason 
to  have  a  Federal  regulator  for  State  banks.  Federal  supervision  of 
both  types  of  institutions  is  necessary  to  help  preserve  the  stability 
of  the  financial  system.  State-chartered  institutions  comprise  a  sig- 
nificant proportion  of  the  banking  industry,  and  State-  and  feder- 
ally-chartered institutions  interact  frequently  and  pervasively. 

Moreover,  the  Administration's  proposal  seeks  to  separate  the 
regulatory  and  deposit  insurance  functions,  as  we  believe  the  two 
functions  tend  to  conflict.  When  the  insurance  fund  is  solvent,  the 
insurer  has  incentives  to  resist  innovation  because  it  wants  to  min- 
imize risk.  Unfortunately,  innovations  may  be  exactly  what 
banks — and  the  financial  system — need  to  meet  evolving  customer 
needs  and  ensure  a  healthy  future.  Thus,  combining  supervisory 
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and  insurance  responsibilities  in  the  same  agency  may  tend  to  sti- 
fle competition  and  growth. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  MACK 

FROM  LLOYD  BENTSEN 

Q.l.  I  am  told  that  Under  Secretary  Newman  has  stated  that  regu- 
latory consolidation  could  create  as  much  as  a  $400  million  indus- 
try savings,  where  will  this  savings  go? 

A.1.  The  industry  savings  would  result  from  reduced  compliance 
costs.  A  1992  Federal  Financial  Institutions  Examination  Council 
(FFIEC)  report  cited  studies  estimating  that  banks'  regulatory  bur- 
den cost  them  from  6  percent  to  14  percent  of  their  non-interest  ex- 
penses. In  1993,  banks'  non-interest  expenses  totalled  $139.7  bil- 
lion, so  applying  the  6  percent  and  14  percent  cost  figures  cited  in 
the  FFIEC  report  yields  estimates  of  regulatory  burden  ranging 
from  $8.4  billion  to  $19.6  billion.  Even  if  regulatory  consolidation 
reduced  this  burden  by  only  5  percent,  the  industry  would  save 
$420  million  to  $980  million  per  year. 

These  savings  would  make  more  resources  available  to  depository 
institutions,  which  could  then  use  the  resources  to  lower  costs  for 
borrowers,  expand  lending  activity  and  other  services  to  customers, 
or  raise  dividends  to  shareholders.  Although  it  is  difficult  to  predict 
precisely  how  banks  would  deploy  the  savings,  bank  customers  are 
likely  to  see  benefits  because  of  the  competition  within  the  finan- 
cial services  industry. 

Q.2.  What  is  your  response  to  the  concern  that  too  much  control 
over  financial  markets  bv  one  regulator  could  cause  a  credit  crunch 
if  lending  to  certain  markets  is  deemed  risky  by  that  regulator? 

A.2.  First,  it  is  by  no  means  clear  that  a  one-regulator  system  is 
more  likely  to  cause  a  credit  crunch  than  the  current  system.  Our 
current  regulatory  structure  did  not  prevent  a  credit  crunch  firom 
developing  in  the  late  1980's.  Indeed,  the  four  regulators'  different 
perceptions  of  the  problem  and  their  different  responses  to  it  prob- 
ably exacerbated  the  problem  and  postponed  a  solution. 

Second,  it  is  important  to  note  that  depository  institutions  no 
longer  dominate  the  financial  sector.  Depository  institutions  hold 
only  a  third  of  financial  industry  assets  and  that  share  has  been 
dropping  for  two  generations. 

Q.3.  How  is  it  possible  to  insulate  a  single  regulatory  agency  from 
political  influence,  particularly  when  the  Secretary  of  the  Treasury 
sits  on  the  Board? 

A.3.  The  Administration's  plan  would,  if  anything,  reduce  the  po- 
tential for  politicizing  bank  regulation. 

The  Federal  Banking  Commission  (FBC)  would  be  governed  by 
a  five  member  board  consisting  of  a  Chairman  appointed  by  the 
President  and  confirmed  by  the  Senate;  the  Secretary  of  the  Treas- 
ury or  his  designee;  a  member  of  the  Federal  Reserve  Board;  and 
two  independent  members  appointed  by  the  President  and  con- 
firmed by  the  Senate.  Board  members  would  have  staggered  terms. 
Both  major  political  parties  would  be  represented  on  the  Commis- 
sion. The  President  could  remove  the  FBC  Chairman  and  other  ap- 
pointed members  of  the  Commission  only  for  specified  cause. 
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I  note,  moreover,  that  under  the  current  system,  both  the  Office 
of  the  Comptroller  of  the  Currency  (OCC)  and  the  Office  of  Thrift 
Supervision  (OTS),  which  together  supervise  over  60  percent  of  all 
insured  depository  institution  assets,  are  bureaus  of  the  Treasury 
Department — whereas  under  the  Administration's  plan,  Treasury 
would  not  have  the  exclusive  supervisory  authority  over  this  por- 
tion of  the  banking  system. 

Q.4.  Alan  Greenspan  (WSJ  1718/94)  has  stated  that  removing  the 
Federal  Reserve  from  the  direct,  hands-on  involvement  in  super- 
vision and  regulation  will  adversely  effect  its  ability  to  anticipate 
and  cope  with  potential  systemic  financial  problems,  that  it  is  unre- 
alistic to  think  that  the  Fed  can  do  its  job  properly  by  studying  the 
exam  reports  of  another  agency  or  by  having  representation  on  the 
board  of  a  monolithic  regulatory  structure,  what  has  the  Adminis- 
tration done  to  meet  these  concerns? 

A.4.  The  Administration's  plan  would  not  impair  the  Federal  Re- 
serve's ability  to  monitor  systemic  risk.  The  Federal  Reserve,  in  ad- 
dition to  having  a  seat  on  the  FBC's  board,  would  have  the  oppor- 
tunity to  participate  meaningfully  in  FBC  examinations  of  both 
large  and  small  banking  organizations,  and  would  have  access  to 
FBC  information  regarding  100  percent  of  bank  and  thrift  assets. 
It  is  also  important  to  note  that  today  the  Federal  Reserve  is  able 
to  adequately  monitor  systemic  risk  even  though  the  institutions 
for  which  it  has  hands-on  supervision  hold  only  15  percent  of  the 
total  assets  of  FDIC-insured  depository  institutions. 

The  Administration's  plan  would  not  impair  the  Federal  Re- 
serve's ability  to  contain  systemic  risk.  The  Federal  Reserve  uses 
the  discount  window  to  manage  systemic  problems.  The  Adminis- 
tration's plan  does  not  alter  the  Federal  Reserve's  discount  window 
authority. 

The  Federal  Reserve  would  remain  integrally  involved  in  bank- 
ing. The  Federal  Reserve,  as  the  Nation's  central  bank,  would  con- 
tinue to  conduct  monetary  policy,  administer  the  payment  system, 
and  provide  liquidity  through  the  discount  window.  Under  the  Ad- 
ministration's plan,  the  Federal  Reserve  would  retain  fiill  rule- 
making and  other  authority  necessary  to  carry  out  those  respon- 
sibilities. 

The  Administration's  proposal  would  not  result  in  a  monolithic 
supervisor.  The  structure  of  the  FBC  board  and  advisory  commit- 
tees would  ensure  that  the  FBC  hears  a  diversity  of  views.  The 
FBC  would  have  advisory  committees  for  community  banks,  thrifts, 
consumer  issues,  and  small  businesses. 

Q.5.  The  Administration  in  its  Summary  on  Consolidation  has  stat- 
ed, "consolidation  would  eradicate  the  current  opportunities  for 
charter  shopping  and  other  competition  in  laxity,"  but  doesn't  the 
ability  of  a  bank  to  change  its  charter  serve  as  an  important  check 
against  the  promulgation  of  unreasonable  regulation? 

A.5.  Congress,  industry  reaction,  and  the  courts  would  serve  as 
powerful  and  effective  checks  on  any  abuse  of  regulatory  power  by 
the  FBC.  In  addition,  the  FBC  itseli  would  have  an  appeals  process 
to  ensure  that  complaints  are  appropriately  considered.  Aside  from 
these  checks,  market  forces  (e.g.,  nonbank  providers  of  financial 
services)  ensure  that  the  FBCi)  would  have  little  incentive  to  pro- 
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mulgate  unreasonable  regulations.  State  and  foreign  bank  regu- 
lators also  would  have  views  that  influence  the  FBC's  positions. 

Having  a  single  regulator  would  not  stifle  industry  criticism.  The 
Securities  and  Exchange  Commission,  Food  and  Drug  Administra- 
tion, and  Environmental  Protection  Agency — even  though  they  are 
the  sole  Federal  regulators  in  their  respective  fields — are  no  less 
subject  than  the  Federal  banking  agencies  to  criticism  from  the  in- 
dustries they  regulate.  Bankers  should  have  even  less  hesitation 
than  in  the  past  to  come  forward  with  complaints  because  the  FBC 
would  give  institutions  a  process  by  which  they  can  appeal  agency 
decisions  without  fear  of  retribution. 

Q.6.  What  has  the  Administration  done  to  address  the  concern  that 
consolidating  regulatory  agencies  at  the  Federal  level  will  threaten 
the  dual  banking  by  eliminating  the  availability  of  a  State  charter 
that  carries  with  it  the  choice  of  a  Federal  regulator?  A  monolithic 
Federal  supervisor  which  also  issues  Federal  charters  will  have  lit- 
tle incentive  to  accommodate  diverse  State  standards  or  to  main- 
tain the  value  of  State  charters. 

A.6.  The  FBC  would  not  be  monolithic  by  any  stretch  of  the  imagi- 
nation. The  Federal  Deposit  Insurance  Corporation  (FDIC)  and 
Federal  Reserve  would  both  remain  integrally  involved  in  banking; 
the  FDIC  would  continue  to  have  back-up  enforcement  authority, 
and  the  Federal  Reserve  would  continue  to  control  monetary  policy 
and  payment  system. 

State  banking  regulators  actually  would  have  more  responsibility 
under  the  Administration's  plan  than  they  now  have.  The  FBC 
would  have  authority  to  certify  State  banking  departments  that 
have  demonstrated  their  skill  in  conducting  examinations.  The 
FBC  would  rely  on,  and  not  duplicate,  certified  State  agencies'  ex- 
aminations of  well-capitalized  State-chartered  banks  with  less  than 
$250  million  in  assets.  Under  this  approach,  it  is  likely  that  almost 
60  percent  of  all  State  banks  would  be  examined  only  by  State  reg- 
ulators. States  would  remain  the  primary  regulator  of  State  banks. 
Under  the  Administration's  plan,  only  the  FDIC,  not  the  FBC, 
would  be  able  to  limit  State  bank  powers,  and  only  then  when  the 
FDIC  believes  it  is  necessary  to  protect  the  insurance  fund. 

Q.7.  It  is  my  understanding  that  the  OCC  has  instituted  an  ap- 
peals process  for  bankers  who  feel  that  examiners  have  been  too 
hard  on  them,  what  is  the  status  of  this  process,  how  is  it  function- 
ing, and  how  will  it  operate  under  the  Administration's  regulatory 
consolidation  plan? 

A.7.  The  Administration  recognizes  the  importance  of  providing  a 
regulated  industry  with  the  opportunity  to  raise  complaints  with 
an  ombudsman  out  of  the  regular  chain  of  command.  The  OCC  ap- 
peals process,  now  fully  operational,  does  just  that.  The  process  is 
simple,  quick,  and  requires  little  paperwork.  Under  the  OCC  ap- 
peals process,  bankers  can  either  complain  in  writing  to  the  district 
head,  or  write  directly  to  the  OCC  ombudsman.  To  date,  the  OCC 
ombudsman  has  completed  work  on  28  appeals,  with  the  bank 
upheld  in  16  cases  and  partially  upheld  in  many  of  the  remaining 
12  cases. 

The  Administration  supports  a  statutory  framework  for  the  ap- 
peals process,  as  evidenced  by  its  inclusion  in  our  consolidation 
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proposal  and  our  support  for  similar  language  in  the  community 
development  banking  legislation. 

Q.8.  This  consolidation  plan  is  in  part  being  put  forward  for  the 
purpose  of  regulatory  relief  on  our  Nation's  financial  institutions. 
As  you  know,  Senator  Shelby  and  I  have  introduced  legislation  that 
would  give  the  regulators  the  DISCRETION  to  examine  well-cap- 
italized community  banks  with  a  composite  rating  of  good  (CAMEL 
2)  on  an  18-montri  exam  cycle.  Do  you  believe  that  tne  regulators 
are  capable  of  handling  this  discretion,  and  would  you  support  this 
amendment? 

A.8.  We  have  generally  supported  revising  section  111  of  FDICIA 
to  increase  regulators'  discretion  to  examine  healthy  small  institu- 
tions on  an  18-month — rather  than  12-month — cycle,  and  we  be- 
lieve regulators  are  capable  of  handling  the  increased  discretion. 
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